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Introduction to International 
Trade 


Student By the end of this chapter you should be able to: 


Learning Outcomes 
9 Elaborate on the need for international trade 


Differentiate between Trade and Trade finance 

Describe the term' buyer' 

Explain Importer's/ Buyer's concerns 

Describe the term' seller' 

Explain Exporter's/ seller's concerns 

Describe Market place 

Interpret the roles of various parties i.e. importer, exporter, bank, 
freight-forwarder/clearing agent, shipping company, government/customs 
etc in an international trade transaction. 


Recall the important trade related landmarks 


Describe the changes that have taken place in the international trade 
arena in the last decade. 


Mention the economic reasons for the success of international trade 


a the dependencies as well as the efficiencies that are created by 
trade 


Recall the various economic theories related to trade (Mercantilism, 
Absolute Advantage, Comparative Advantage, Opportunity Cost) 


Define Balance of Trade and Balance of Payments 

Differentiate between Balance of Trade and Balance of Payments 
Describe how export-based countries which trade in basic commodities 
and industrial items can influence exchange rates and inflation rate of 
other countries. 

Describe the impact of multinational companies on global trade practices 


Illustrate the challenges faced in international trade due to geopolitical 
circumstances - trade embargos, sanctions, bans etc 


1.1. a. Definition 


International trade is the exchange of products, services, and money across 
international borders territories; essentially trade between countries. 
When a person in Pakistan purchases a Japan-made car, fruits grown in 
Afghanistan or a dress made in Italy, he/she experiences the end result of 
international trade. 


1 Finance of International Trade and Related Treasury Operations 
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1.1.a.i. What is International Trade? 


In the simplest words, International Trade means export and import of 
merchandise / goods between two different countries. However, behind 
this sentence lie decades of hard work by various international trade 
representative bodies, organizations and individuals in building the 
structure and framework around which international trade revolves. 
Trade between two countries is subject to many obstacles like language 
barriers, time zones, country laws, market practices, etc. Over a period of 
time, the trade of goods between countries has been standardized and 
the purchase and sale of goods has more or less fixed patterns regarding 
rules, regulations, terms and conditions. 


Quite often in international trade, importers and exporters are confronted 
with problems arising from the movement of goods from one country 
to another that are simultaneously subject to the different legislation, 
customs and practices of these countries. Apart from other issues, the 
trading parties may have concerns where, on one side, the exporter wants 
to be certain of being paid when the goods have been shipped or dispatched 
and therefore out of their control, and on the other side, the importer, 
before making payment, wants to be certain that the goods are received 
in conformance with what has been ordered. 


1.1.a.ii.The Importance of International Trade 


The present era of so-called globalization has underlined the hard fact 
that no country in the world today can hope to be self-reliant without 
risking its economic growth. Even the developing / developed countries 
buy raw materials for their industries from the poorest countries. If every 
country were to produce only for its own needs, then production and 
consumption of goods would be limited, obviously; such a situation 
would undermine economic progress at country level as well as on a 
regional and global basis. 


Today, cross-border trade is the backbone of the global mercantile world, 
as producers in various countries, rather than limiting their activities to 
their own backyards, aim to profit by increasing their outreach to regional 
or global markets. It is a win-win situation for all the stakeholders. Factors 
such as lower production costs in one region versus another, specialized 
industries, lack or surplus of natural resources and consumer tastes, etc, 
not only complement these activities but also serve as the driving forces 
for International trade. 


A number of natural resources also contribute to the movement of 
international trade, but none to the extent of the oil trade. Textile products 
from Pakistan, diamonds from Africa, both for industrial and jewelry 
use, wheat and other agricultural products from the United States and 
Australia, coal and steel from Canada and Russia, all flow across borders 
(and oceans) from those nations that have the natural resources, to the 
nations that lack them. 


Nevertheless, there are some exceptions to this theory. For example, 
although many consumers prefer to buy less expensive goods, some 
international businesses are fostered by a specialized industry that has 
developed due to national talent and/or tradition, e.g. Swiss watches, 
which do not face much competition from mass-produced watches in 
Asia. There is always a strong market among certain consumer groups 
for the quality, endurance and even "snob appeal" that a Vacheron 
Constantin or Rolex offers. German cutlery, English bone china, Scottish 
wool, etc., have commanded over the centuries a decent share in the 
global market because consumers in many parts of the world prefer these 
extraordinarily expensive goods to satisfy their vanity and endorse the 
notion that certain countries are the best at making certain goods. 
Despite issues regarding trade imbalances, effects on domestic economies, 
natural resources, currency upheavals, and loss of jobs, the reality of goods 
and services continually crossing borders will not go away. International 
trade continues to be the platform on which most countries conduct their 
business. 


The fundamental principle in international trade is to buy goods and 
services from a source / country which has the lowest price, and sell the 
same to a buyer at another location who offers higher prices. With free 
trade, less developed countries have the opportunity to accelerate the 
pace of their economic development by investing in infrastructure and 
adapting foreign technology. 


In the wake of globalization and interdependencies in the world economy, 
worldwide promotion and facilitation of international trade is essential. 
The export and import of foreign goods, where the buyer and the seller 
are not in the same country, is a situation that creates greater concerns 
and uncertainty on either side of the transaction. This is due to lack of 
knowledge of the parties involved, the various laws of trade, exchange 
rates and currency control. All of these problems would be insurmountable 
if it were not for the existence of International Trade finance mechanisms. 


1.1.a.iii.International Trade and Trade Finance 


Before moving on any further, it is helpful to understand the difference 
between the terms "International Trade" and "International Trade 
Finance". In simple words, international trade is the exchange of goods 
or services between a seller and a buyer in another country for cash, 
acceptance or other goods, whereas international trade finance is the 
settlement, or reimbursement for title, of a trade transaction under 
Documentary Letter of Credit, Standby Letter of Credit, Documentary 
Collection or bill of exchange through the international banking system. 
If the importer and exporter choose not to use the international banking 
system, it is not trade finance; the seller can simply send an invoice and 
the buyer can simply send money to complete the exchange of title for 
money. Needless to say, such a transaction will embody manifold risks 
and would require an exceptionally high degree of confidence between 
the parties. 
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1.1.b. Concept of buyer 


In the context of trade, a buyer is the one who purchases goods or services 
and can also be called the customer. A consumer makes purchases for 
his/her own use or purpose, whereas a professional buyer makes bulk 
purchases on behalf of a retailer or wholesaler; similarly, a media buyer 
purchases media space or time for an advertiser. 


Just as it takes two hands to clap, a trade transaction requires at least two 
parties, i.e. buyer and seller. However, in real terms it is a far more lengthy 
and complicated process, culminating in the eventual change in ownership 
of goods and / or exchange of value thereof. 


Establishing methods and terms of payment agreeable to both parties is 
vital in any successful sales contract. Choosing the appropriate method 
of payment depends on several factors, e.g. seller's country risk; entity 
risk or seller and transaction risk - to name just a few. Taking account of 
the risk factors, in tandem with company policy, will help to develop a 
protocol for the buyer's side in cross-border exchanges. 


A successful business entity will import products or merchandise with 
the objective of trading them and benefiting from the prevailing market 
situation or speculating on the future potential of the products in question 
and making windfall gains. However, the decision to procure such 
merchandise should be preceded by a well thought-out business strategy 
that is in turn driven by various factors. 


1.1.c. International trade - Importer's risks and concerns 


Normally, in an average international trade transaction, a buyer (importer) 
has the following objectives, challenges and risks from his perspective: 


1. Economic sense: Purchase of raw materials or finished products which 
are in short supply or unavailable in the domestic market is the keystone 
of any transaction as it ensures quick sales and good margins. 


2. Fewer intermediaries: If possible, source direct from the manufacturer 
in a foreign country as opposed to buying from a middle party. In this way 
the buyer can have better control over quality and reduce pilferage and 
delays as the supplier is not likely to act in a manner which could be 
detrimental to its business reputation. 


3. Reduced overheads: Pay lower cost by eliminating additional parties 
and thereby maximize the profit margin. International trade is a complicated 
process and very often the involvement of middlemen and other 
intermediaries erodes the buyer's profit margins, hence, fewer the players, 
higher the margin. 


4. Control over manufacturing process: This is usually done in cases where 
goods are manufactured and supplied under Supply Chain management 
(SCM). This process entails the oversight of materials, information, and 
finances as they move in a process from supplier to manufacturer to 
wholesaler to retailer to consumer. Supply chain management involves 


coordinating and integrating these flows both within and among companies. 
The ultimate goal of any effective supply chain management system is to 
reduce inventory (with the assumption that products are available when 
and where required). 


5. Stock complete product line: As opposed to selling products of different 
brands and quality, a buyer stands to gain more by operating as a specialist 
that sells a complete range of renowned products and services. 


6. Benefit from special offers: If a purchase order is placed well before 
the start of high sales seasons, such as New Year, or religious festivals, a 
buyer is likely to negotiate and get better pricing as compared to the middle 
of the peak season. 


7. Settlement terms: A prudent buyer would prefer to part with the 
payment only once the quantity and quality of goods received are ensured. 


8. Know your customer: A buyer will aspire to deal only with a seller that 
is trustworthy and able to produce/deliver the required goods or services. 
In a trade transaction, there is always an element of doubt about the 
performance of the seller. 


9. Market intelligence: Have accurate and dependable information regarding 
the business and financial standing of the counterpart. This measure, to a 
large extent, mitigates the fears stated in the previous heading. 


10. Close monitoring: Control the transaction by making the settlement 
process contingent upon a certain event, i.e. receipt of goods, or at least 
proof of its delivery. Ideally, this is done by involving the banking channels 
in the process. 


11. Delay in delivery of goods and settlement of funds: The time taken 
for goods to pass from the seller to the buyer is generally longer for exports 
than for goods sold to buyers at home. This poses a problem because buyers 
prefer not to pay until the goods have been inspected while suppliers want 
payment on or before shipment. What actually happens is often a compromise 
resulting from the bargaining powers of the two parties to trade. 


12. Currency Risks: Export trade involves a financial transaction in a foreign 
currency either to the buyer or to the seller, or sometimes to both, hence 
entails exchange risks. 


13. Political/Sovereign Risk: Political/sovereign risk refers to the 
complications that the seller may be exposed to due to unfavorable political 
decisions or political changes that may vary the expected outcome of an 
outstanding contract. Examples of political/sovereign risk are changes in 
fiscal/monetary policy, war, riots, terrorism, trade embargoes, etc. 


14. Seller's Performance Risk: A seller may fail to carry out his obligations 
in a sales contract due to one or more reasons, and such nonperformance 
by the seller may have adverse consequential impacts on the buyer's 
business. It could be expensive for the buyer to take legal actions against 
the seller in his country. 
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15. Economic Risk: Economic risk refers to unfavorable economic conditions 
in the seller's country which may affect the exporter in fulfilling its obligations 
as the seller may experience difficulty in producing or shipping the goods, 
etc. 


1.1.c.i. Risk mitigation 


|. Deal with sellers with sound reputation or established track record. 


ll. If possible seek a performance guarantee to avoid non-performance 
risk. 


Ill. Agree on more secure methods of payment such as documentary 
credit or open account. 


IV. Acknowledge and respect cultural differences with the seller. 


V. Buy and sell in same currency to minimize foreign exchange risk. 
Alternatively, the buyer can hedge against foreign exchange risk by 
entering a forward or option foreign exchange contract with a bank. 


Vi. If financing is needed, enter into a fixed interest rate loan or interest 
rate swap agreement to mitigate the interest rate risk. 


VII. Ensure sufficient insurance coverage against transit risk, if arranged 
by the buyer. 


Vill. Always have a contingency plan against unfavourable events. 
1.1.d. Concept of seller/ exporter 


In simple terms, the seller is a person or entity that conveys the ownership 
and possession of a property, article or goods, services or merchandise 
owned and held by him, to another person or entity in exchange for a 
consideration in money value. 


Just like the buyer (importer), the seller (exporter) is also confronted by 
a number of issues while dealing with an importer in another country. 


In fact a few of these concerns are mutually shared by the two parties, i.e. 
quest for a dependable counterpart, good market reputation, etc., but there 
are other seller-specific issues which require serious attention. 


1.1.d.i International trade - Exporter's risks and concerns. 


In a typical trade transaction the exporter has the following challenges 
and risks to consider: 


1. Close monitoring: Monitor the transaction by linking the settlement 
process to certain events, i.e. EID, Christmas, etc., performance against 
advance payment; shipment after receipt of Documentary Letter of Credit 
or sending documents through banking channels on the basis of Delivery 
against Payment (D/P). 


2. Political Risks: The exported goods are sold to buyers who, for geographical 
reasons, are likely to be less well known to the seller's own country. 


3. Legal risk: Legal risk is the potential threat of financial loss arising from 
uncertainty of legal proceedings or a change in legislation, such as a foreign 
exchange control policy. A sales contract could be frustrated due to changes 
in laws and regulations. 


4. Language: The languages of the exporters and importers may be different, 
thus there would be need to translate the basic text and its related 
implications. 


5. Buyer's Insolvency/Credit Risk: Buyer's insolvency or credit risk refers 
to the inability of the buyer to honor full payment for goods or services 
rendered on the due date. This is a risk for the seller, associated with selling 
or supplying a product or service without collecting full payment or 
experiencing late payment. 


6. Buyer's Acceptance Risk: Buyer's acceptance risk refers to the buyer's 
non-acceptance of goods delivered or services rendered. Unaccepted goods 
or services may create difficulty for the seller in disposing of the goods to 
another buyer or encountering working capital problems. 


7. Manufacturing Risks: The buyer may cancel or modify the order 
unilaterally. In such a case the exporter has to find an alternative buyer 
who is willing to buy the goods. The exporter might be forced to accept 
a substantially lower price. 


8. Economic Risk: Economic risk refers to unfavourable economic conditions 
in the buyer's country which might prevent fulfillment of his obligations 
and, in a worst case scenario, may result in the buyer's insolvency or inability 
to accept the goods or services. 


9. Currency Risk: When dealing in a foreign currency, the exporter may be 
exposed to fluctuations in the foreign exchange market which may result 
in receiving less (from the buyer) in terms of the local currency. 


10. Interest Rate Risk: Interest rate risk is the risk borne by an interest 
bearing asset, and in the case of a floating rate loan or supplier's credit 
facility by the exporter favoring the importer, any increase in the interest 
rate resulting in the seller receiving less in interest for their facility to the 
buyer. 


11. Political/Sovereign Risk: From an exporter's view point, political/ 
sovereign risk can affect the buyer who could be exposed to unfavourable 
political decisions or political changes which may alter the expected outcome 
of an outstanding contract. Unexpected changes in the political situation 
fiscal/monetary policy, war, riots, terrorism, trade embargoes, etc. are 
manifestations of political/sovereign risks. 


12. Transit Risk: Transit risk is the risk that goods may be stolen or damaged 
during shipment from the place of origin to the place of destination. Failure 
in addressing transit risk may result in heavy replacement cost or performance 
risk. 
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1.1.d.ii Risk mitigation 


i. Deal with buyers with sound reputation or established track 
records. 


ii. Engage a reputable credit agency or credit insurer to minimize 
buyer's insolvency or credit risk. 


iii. Engage in more secure methods of payment such as documentary 
credit or advance payment. 


iv. Avoid granting an excessive credit period or limit to the buyer. 


v. Ensure that the sales contract or documentary credit does not 
contain ambiguous or erroneous terms and conditions that could 
be subject to future disputes. 


vi. Acquire sufficient knowledge in document preparation to mitigate 
against documentation risk. 


vii. Acknowledge and respect cultural differences of the buyer. 


viii. Buy and sell in the same currency to minimize foreign exchange 
risk. Alternatively, the buyer can hedge against foreign exchange 
risk by entering a forward or option foreign exchange contract with 
a bank. 


ix. If financing is needed, enter into a fixed interest rate loan or interest 
rate swap agreement to mitigate interest rate risk. 


x. Ensure sufficient insurance coverage against transit risk, if arranged 
by the seller. 


xi. Engage a representative in the buyer's country to deal with the 
goods or relevant parties in case of non-payment or non-acceptance 
by the buyer. 


xii. Always have a contingency plan against unfavourable events. 


The resolution of a number of the above-cited concerns on both sides lies 
in proper investigation of the business and personal profile of the counterpart. 
Although there is no water-tight guaranteed mechanism for doing this, 
enough information can usually be acquired to build a reasonably accurate 
database and form an opinion. Involvement of banking channels as an 
Escrow agent is one of the preferred options used by both sellers and buyers. 
In addition, clarity in the terms and conditions of the sales / purchase 
contract helps to preempt potential problems with the transactions. 


Agreement on methods and terms of payment agreeable to both parties 
is mostly dependent upon the position of the supplier in relation to the 
importer. If the exporter controls the supply, he may ask for more favorable 
payment terms, or even advance payment. If there is strong competition, 
which suits the importer, the payment terms would be more in favor of 
the importer, such as an open account or consignment sales. These and 
other payment terms will be discussed in detail in the following pages. 
It may be that the method of payment actually provides a level of comfort 


to the exporter with regard to buyer's country risk, and transaction risk, 
etc. These risk dynamics help the exporter to develop an operating procedure 
for cross-border sales. 


1.1.e. Market place 


In simple terms, a market is a public place where buyers and sellers conduct 
transactions, directly or via intermediaries. Depending on the nature of 
business, markets at the lowest level are the shopping malls in a locality 
near you, then come the wholesale trading markets in each city that are 
sub-divided into various categories in line with the commodities traded 
there, e.g. grain, fruits, iron sheets, etc. 


At national and International levels, mostly these markets are identified as 
a Trading Exchange, e.g. Karachi Stock Exchange or New York Stock Exchange 
for trading in stocks, or the London Metal Exchange, which is the world's 
premier non-ferrous metals market. Similarly, for trading in foreign currencies 
there is a global financial market, a lower-end version of which operates 
in the financial centre of each country. In Pakistan, it is in Karachi. 


Because of the diversity of products, services and business interests in 
international trade transactions, there is no unified platform where all 
these activities can be carried out. However, with the advent of free trade 
zones and offshore business centre international trade has graduated to 
operate virtually without borders, so it would not be wrong to say that 
the world as a whole is the market place for international trade. In this 
regard, an immense contribution has been made by a number of reputed 
journals, newspapers and internationally recognized research and 
development institutions, public statistics and other related information, 
which enables businesses around the world to build forecasting databases 
and use this information in their decision-making process. In Pakistan, the 
daily "Business Recorder" is said to be the most reputable in this context, 
while "The Financial Times", London and "New York Times", New York are 
well respected at the international level. 


Today, because of efficient means of communications and global transport 
networks, it is possible to negotiate an online business deal with a counter 
party sitting thousands of kilometers away, because a real-time information 
database of prices and prevailing trends makes the negotiation a transparent 
process. 


Since the bulk of international trade involves commodities, products and 
manufactured goods, etc., various commodity exchanges and stock markets, 
where company shares are traded globally, serve as valuable sources of 
information for businesses to conduct their research and initiate trade 
development. 


1.1.f. Commercial Terms of Trade (INCOTERMS) 


'INCOTERMS' stands for ‘International Commercial Terms'. When an importer 
and an exporter are concluding a contract, the terms of sale and purchase 
and delivery of goods must be clarified in order to avoid any dispute later. 


Finance of International Trade and Related Treasury Operations 


Very often this is not done at the initial stage and an oversight or lack of 
knowledge of INCOTERMS on the part of the parties involved may cause 
difficulty to them and their bankers. This term was coined by the ICC 
(International Chamber of Commerce), after lengthy deliberations with 
various stakeholders, e.g. bankers, traders, shipping lines, freight forwarders, 
revenue and customs authorities, etc. The value of INCOTERMS is universally 
recognized, and their utility and practicality help to bring clarity in the 
distribution of costs. To avoid or minimize disputes and difficulties in trade, 
the ICC introduced these rules in 1933. They have been revised periodically, 
keeping in mind the developments taking place from time to time in the 
systems and procedures for handling international trade. These rules were 
revised for the eighth time in 2010 and implemented with effect from 1st 
January 2011. In the 2010 version four terms from the previous version 
were deleted, i.e. DAF, DDU, DEQ, DES, and two were added, i.e. Delivered 
at Place (DAP) and Delivered at Terminal (DAT). 


1.1.f.i Purpose of INCOTERMS 


The purpose of INCOTERMS is to provide internationally accepted rules 
in relation to interpretation of the most commonly used trade terms in 
local, national and international trade, and this in turn helps to: 


* Avoid misinterpretation of certain terms, disputes and litigation 
Adapt terms to the increasing use of electronic data interchange (EDI) 


* Accommodate changes in the use of technology and transportation 
systems, for example unitization of cargo; use of containers; multimodal 
transport; roll-on/roll-off (ro-ro) traffic with road vehicles and railway 
wagons in "short-sea" marine transport. 


1.1.f.ii. Various Incoterms 


The rights and obligations of the parties to the contract of sale with respect 
to the delivery of goods can be explained with the help of "INCOTERMS 
2010" as under: 


1. 'DAP' (Delivered at Place) 


This term means that the seller will bear the cost, risk and responsibility 
for goods until they are made available to the buyer at a named place of 
destination. Seller clears goods for export, not import. DAP replaces DAF 
and DDU. 


2. 'DAT' (Delivered at Terminal) 


Under DAT, the seller bears the cost, risk and responsibility until goods 
are unloaded (delivered) at a named quay, warehouse, yard, or terminal 
at destination. Demurrage or detention charges may apply to seller. Seller 
clears goods for export, not import. DAT replaces DEQ, DES. 


3. 'EXW' (Ex Works[......Named place]) 


EXW means that the seller fulfills his obligation to deliver as and when 
he makes the goods available at his premises (i.e. works, factory, warehouse, 
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etc.) to the buyer in particular. The seller is not responsible for loading 
the goods on to the vehicle provided by the buyer or for clearing the 
goods for export, unless otherwise agreed. Here the buyer bears all costs 
and risks involved in taking the goods from the seller's premises to the 
desired destination. This term thus represents the minimum obligation 
for the seller. This term should not be used when the buyer cannot carry 
out directly or indirectly the export formalities. In such circumstances, 
the FCA term should be used. 


4. 'FCA' (Free Carrier [......Named Place]). 


Under FCA the seller is considered to have fulfilled his obligation to 
deliver when he hands over the goods, cleared for export, into the charge 
of the carrier named by the buyer at the named place or point. When, 
according to commercial practice, the seller's assistance is required in 
making the contract with the carrier (such as in rail or air transport) the 
seller may act at the buyer's risk and expense. 


This term may be used for any mode of transportation, including multimodal 
transport. "Carrier" means any person who, in a contract of carriage, 
undertakes to perform or to procure the performance of carriage 
by rail, road, sea, air, inland waterway or by a combination of such modes. 
If the buyer instructs the seller to deliver the cargo to a person, e.g. freight 
forwarder who is not a "carrier", the seller is deemed to have fulfilled his 
obligation to deliver the goods when they are in the custody of the person. 


5. 'FAS' (Free Alongside ship [...Named Port of shipment]) 


FAS imply that the seller fulfills his obligation to deliver when the goods 
have been placed alongside the vessel on the quay or in lighters at the 
named port of shipment. This means that the buyer has to bear all costs 
and risks of loss or damage to the goods from that moment. The FAS 
term requires the buyer to clear the goods for export. It should not be 
used when the buyer cannot carry out directly or indirectly the export 
formalities. This term can only be used for sea or inland waterway transport. 


6. 'FOB' (Free Onboard [...Named port of shipment]) 


FOB means that the seller fulfills his obligation to deliver when the goods 
have passed over the ship's rail at the named port of shipment. It is implied 
that the buyer has to bear all costs and risks of loss of or damage to the 
goods from that point onwards. FOB term requires the seller to clear the 
goods for export. This term can only be used for sea or inland waterway 
transport. When the ship's rail serves no practical purpose, such as in case 
of roll-on/roll-off or container traffic, use of the FCA term is more appropriate. 


Diagram 6 (a)-Obligations under FOB shipment. 


Seller -Shipping Port - On Board. -On Board _ - Destination Port - Buyer 
Se 


(Seller pays transportation and warehousing) 


(Buyer pays freight, transportation and Insurance) 
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7. 'CFR' (Cost & Freight [...Named port of destination]) 


CFR means that the seller must pay the costs and freight necessary to 
bring the goods to the named port of destination but the risk of loss or 
damage to the goods, as well as any additional costs due to events occurring 
after the time the goods have been delivered on board the vessel, is 
transferred from the seller to the buyer when the goods pass the ship's 
rail in the port of shipment. 


CFR requires the seller to clear the goods for export. This term can only 
be used for sea and inland waterway transport. When the ship's rail serves 
no practical purpose, such as in the case of roll-on/roll-off or container 
traffic, use of the CPT term is more appropriate. 


Diagram 7 (a) - Obligations under CFR term. 


Seller -Shipping Port - On Board. -On Board ~- Destination Port - Buyer 


(Seller pays transportation, warehousing and freight) 
a 


(Buyer pays insurance and transportation) 


8. 'CIF' (Cost, Insurance and Freight [...Named Port of destination] 


This means that the seller has the same obligation as under CFR but with 
the addition that he has to procure marine insurance against the buyer's 
risk of loss of or damage to the goods during carriage. The seller contracts 
for insurance and pays the insurance premium. The buyer should note 
that under the CIF term the seller is only required to obtain insurance on 
minimum coverage. CIF requires the seller to clear the goods for export, 
and it can only be used for sea and inland waterway transport. When the 
ship's rail serves no practical purposes such as in the case of roll-on/ roll- 
off or container traffic, use of the CIP term is more appropriate. 


Diagram viii (a) - Obligations under CIF term. 


Seller -Shipping Port - On Board. -On Board _ - Destination Port - Buyer 


(Seller pays transportation, insurance, warehousing and freight) 
re 


(Buyer pays transportation) 


9. 'CPT' (Carriage paid to [...Named place at destination]) 


CPT implies that the seller pays freight for carriage of the goods to the 
named destination and risk of loss of or damage to the goods, as well as 
any additional costs due to any event occurring after the goods have been 
delivered to the carrier, is transferred from seller to buyer as and when 
the goods are delivered into the custody of the carrier. "Carrier" means any 
person who, in a contract of carriage, undertakes to perform or to procure 
the performance of carriage by rail, road, sea, inland waterway or by a 
combination of such modes. If subsequent carriers are used for carriage to 
the agreed destination, the risk passes when goods have been delivered 
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to the first carrier. CPT requires the seller to clear the goods for export. This 
term may be used for any mode of transport including multimodal transport. 


10. 'CIP' (Carriage and Insurance paid to [...Named place at destination]) 


CIP means that the seller has the same obligations as under CPT but with 
the addition that the seller has to procure cargo insurance against the 
buyer's risk of loss of or damage to the goods during carriage. In this case 
the seller arranges the insurance and pays the premium thereof. Here the 
buyer should note that under CIP, the seller is only required to obtain 
insurance on minimum coverage. CIP requires the seller to clear the 
goods for export. This term may be used for any mode of transport including 
multimodal transport. 


If the parties wish the seller to carry out customs formalities, bear the 
costs and risks resulting there from, this has to be made clear by adding 
words to this effect. If the parties wish to include in the seller's obligation 
some of the costs payable upon importation of the goods (i.e. Taxes, if 
any), this should be made clear by adding words to this effect: "Delivered 
duty unpaid, tax paid (... named place of destination)". This term may 
be used irrespective of the mode of transport. 


11. 'DDP' (Delivered Duty paid [...Named place at destination]) 


DDP means the seller fulfills his obligation to deliver when goods have 
been made available at the named place in the country of importation. 
This way the seller has to bear the risks and costs, including duties, taxes 
and other charges of delivering the goods thereto, cleared for importation. 
Whilst the EXW term represents the minimum obligation for the seller, 
DDP reflects maximum obligation. 


This term should not be used if the seller is unable, directly or indirectly, 
to obtain the import licence. If the parties wish the buyer to clear the goods 
for importation and to pay the duty, the term DDU should be used. If the 
parties wish to exclude from the seller's obligation some of the costs payable 
upon importation of the goods (i.e. Taxes, if any), this should be made clear 
by adding words to this effect: "Delivered duty paid, Taxes unpaid (... named 
place of destination)". This term may be used irrespective of the mode of 
transport. 


Transporter 


Port Authority Professional Co 
oc” 
Insurer a>” 
Trader Ship owner 


(Buyer / seller) 


ance = 


Stvp master & crew 


Agert / Broker Charterer 


Finance of International Trade and Related Treasury Operations 


1.1.g. Various parties to a typical International trade (Letter of Credit) 
transaction and their respective responsibilities 


International trade, as we know, is a complicated process, which, for the 
sake of efficiency and economic considerations, requires a number of 
facilitators. In theory, an importer and an exporter may go ahead on their 
own initiative and carry out the processes. Staff at each end of the 
transaction can possibly carry out various in-house and outside duties 
within the context, e.g. packaging, transportation, port clearance, settlement 
of funds, etc. However, perhaps because of a lack of professionalism on 
the part of the staff in these specialized jobs, it is likely that their 
performance may be sub-standard, which in turn might lead to possible 
disputes between the two parties. Such an option may even considerably 
increase the cost of doing business. Hence, specialist agencies can be used 
to facilitate the trade process. 


An average international trade transaction typically revolves around 
about fifteen entities, agencies, organizations and authorities. Depending 
upon their respective roles, interaction amongst these bodies or organs 
of trade can be one way or two way, as depicted in the image shown 
above. The level of business that can be accomplished between the importer 
and the exporter is only as effective as these links in the trade transaction. 


The intermediaries in the transaction are: 


Applicant (Buyer) - In Letters of credit 'Applicant' is used. 

Beneficiary (Seller) - In Letters of credit ‘Beneficiary’ is used. 

Banks (possibly up to five, depending on the transaction) 
Professional company providing packaging, confidential information, 
Credit Rating Agencies and other trade-related services. 

5. Transporter. 

6. Ship Owner {in the case of Charter Party shipments). 

7. Ship Master and crew. 

8. Charterer. 

9. Customs clearing agent. 

10. Freight forwarder. 

11. Insurance company 

12. Port Authority on either side. 

13. Indenter. 

14. Custom appraisal officer 

15. Embassies & Chambers (for legalization) Within the context, the roles 
and responsibilities of these players, along with the importer and 
exporter are discussed in the following section. 


eS 


The number of intermediaries may possibly reduce in cases where the 
transaction is based on Advance payment, Collection with Time and / or 
date drafts, Delivery against payment (D/P) or Acceptance (D/A), Open 
account, etc. However, in order to have a better understanding of these 
links in the chain, the commentary below is based on a Letter of Credit 
transaction as this is the most common type of transaction. 
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1. Applicant (Importer (Buyer) 


Applicant is one of the two key pillars in the transaction, who, depending 
on negotiations, makes a request in writing to the bank for issuance of a 
Documentary Letter of Credit (LO) favoring the seller/exporter of the goods. 


The applicant's instructions to the issuing bank must be unambiguous, 
precise and free of excessive details. The bank cannot be expected to guess 
what is wanted nor can it check complicated, and often technical, 
specifications, etc. It must be noted that the main objective of the LC is to 
pay for the purchase and not to "police" the commercial transaction.LC 
terms, and the documents called for, should, therefore, be in agreement 
with the sales contract on which it is based. 


The importer must ensure that any examination of the goods prior to, 
or at the time of shipment must be evidenced by a document. The precise 
nature and issuer of such document must be stated in the credit. The 
credit should not call for documents that the seller cannot provide, nor 
set out conditions that cannot be met. (This is particularly important 
with changes in traditional documentation resulting from trade facilitation 
developments and changes in transport technology.) 


2. Beneficiary (Exporter / seller) 


Beneficiary is the other key element in a trade transaction, in whose favour 
the LC is issued obligating him to fulfill certain conditions before he becomes 
eligible to receive payment under the same. Upon receipt of the LC, the 
exporter must ensure that, notwithstanding considerable time between the 
receipt of a credit and its utilization, careful study of the LC instrument is 
carried out to check for necessary changes, if required. The seller on his 
part must be satisfied that the LC terms and documents called for are in 
agreement with the sales contract. (Banks are not concerned with such 
contracts and their examination of documents will take into consideration 
only the terms of the credit and any amendments to it.) 


2.1 For negotiation; LC beneficiary should: 


(i) Present the required documents exactly as called for by the credit. 
The documents must be in accordance with the terms and conditions of 
the credit and not be inconsistent with one another. 


(ii) Present the documents to the bank as quickly as possible and in any 
case within the validity of the credit and within the period of time after the 
date of issuance of the document specified in the credit or as applicable 
under Article No.15 (c) of UCP. 600. 


(iii) Remember that non-compliance with the terms stipulated in the 
credit or irregularities in the documents may lead to refusal by bank to 
entertain LC documents. 
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3. Bank(s) 
3.1 LC issuing Bank 


As is evident from the heading, this is the bank that issues a LC on behalf 
and at the request of the applicant, and it is usually with whom the importer, 
i.e. the buyer/importer of the goods, deals. A LC instrument is manifestation 
of a legal obligation between the seller/ beneficiary in which the issuing 
bank undertakes to pay or accept the bill of exchange and make payment, 
on presentation of documents according to the terms and conditions stated 
in the LC. If the documents do not satisfy the requirements of the letter of 
credit, the issuing bank is not liable to act in any way, i.e. to pay or accept 
the bill (Refer article - 7 of UCP 600). A LC may be issued in accordance 
with the requirements of the applicant and the beneficiary by SWIFT (Society 
for Worldwide Inter-bank Financial Telecommunication) or mail / cable 
where SWIFT arrangement is not present. Even today banks mostly issue 
inland LCs by mail or cable. Authentication of the LC is the responsibility of 
the advising bank by way of verification of authorized signatures on the LC, 
in the case of mail. 


3.2 Advising Bank 


The advising bank is an agent bank of the issuing bank in the country 
of the exporter, which performs the task of forwarding the LC to its 
beneficiary in accordance with the instructions of the issuing bank. Being 
the agent of the issuing bank, it is the advising bank's responsibility to 
ensure that the LC was received by it in through bonafide banking 
channels from the issuing bank, i.e. by SWIFT or mail, before it is advised 
to the beneficiary (Refer article - 9 of UCP 600). 


If the advising bank forwards the LC to the beneficiary without any 
undertaking on its part, the bank must state so clearly while advising the 
LC to the beneficiary, that it (the advising bank) is under no obligation to 
make payment or incur any liability to make deferred payment, etc. 


3.3 Confirming Bank 


When a bank at the beneficiary end adds its independent guarantee to 
the LC, it undertakes the responsibility to make payment/acceptance of 
bills of exchange and pay on maturity or negotiate under the letter of 
credit in addition to the issuing bank, thus assuming the role of a 
confirming bank, which can be the advising bank or any other bank. 
If the issuing bank requests the advising bank to add its confirmation to 
the LC and the advising bank does not want to do so, it must advise the 
issuing bank immediately of its intention of not doing so (Refer article 
- 8 of UCP 600). Once the bank adds its confirmation, it becomes the 
confirming bank. The confirmation is an independent undertaking 
between the confirming bank and the beneficiary. However, depending 
upon prior mutual agreement, the related cost is borne either by 
beneficiary or the applicant. 
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3.4 Nominated Bank 


In terms of the Uniform Customs and Practice for Documentary Credit 
Operations of ICC (UCP 600, article 12), a nominated bank means the 
bank with which the credit is available or any bank in cases where the 
credit is available with any bank. A nominated bank is the agent of the 
issuing bank which is authorized to pay, incur deferred payment liability, 
accept bills of exchange and pay on maturity, or negotiate the LC. 


3.5 Reimbursing Bank 


The reimbursing bank is the institution authorized by the LC issuing 
bank to honor there imbursement claim made by the negotiating/ paying 
bank in settlement of negotiation/payment under a LC. In order to be in 
a position to provide services as reimbursing bank, the two banks must 
have prior formal agency arrangements (Refer article - 13 of UCP 600). 


4. Professional company (ies). 


Various types of companies and entities fall under this heading: 


4.1 Credit information Bureau: This provides confidential information 
to the exporter about the importer and his business, which helps 
the supplier to evaluate the buyer's position and take appropriate 
decisions. Accurate and timely information from these agencies 
is crucial for any business as inefficiency in this respect can adversely 
affect the reputation and business of the exporter. 


4.2 Packaging firms: Professional packaging firms ensure that required 
standards are met for shipment of goods by sea, air or land routes. 
Their expertise is crucial, especially when shipment is to be made 
on deck or in cases where more than one means of transportation 
is required. 


4.3 Other services: These include advisory services about finding the 
right transport companies offering services at competitive 
prices, providing packaging, clearing and forwarding agencies and 
other trade-related services. 


5. Transporter 


Generically, a transporter could be a shipping lineman airline or trucking 
company. Just like the importer and the exporter, the role of the transporter 
is equally crucial, particularly where shipment is made by sea, because 
a Bill of Lading is the document for transfer of title of goods, and if due 
care is not exercised, the possibility of its misuse by fraudulent elements 
cannot be ruled out. 


6. Ship Owner (in case of Charter Party shipments) 


A charter party arrangement involves leasing of a vessel by a party other 
than the actual owner of the vessel for a particular voyage or period. 
Often transportation of certain commodities is made in bulk, e.g. cement, 
steel billet, chemical fertilizer, etc. In such cases a charter party shipment 


Finance of International Trade and Related Treasury Operations 


is common. It is a high-risk option which requires detailed information 
about the charter party agreement, parties to the agreement and their 
possible link with the buyer or seller. 


7. Ship Master and crew 


For a particular voyage, the ship master and crew may not be relevant to 
the transaction; however, their conduct and performance during the 
voyage may have an impact on the fate of the merchandise in question, 
as careless or inefficient handling of cargo or the ship can potentially give 
rise to insurance disputes. 


8. Charterer 


A charterer can be an individual or an entity. As mentioned above, a 
charter party arrangement is a high-risk option as it is not easy to determine 
the owner's/master's reputation and experience of handling a chartered 
ship or its crew. 


9. Customs Clearing Agent / Broker 


Customs clearing is the responsibility of a professional agent that involves 
the 'clearing' of goods through customs barriers. This involves preparation 
of relevant documents and/or electronic submissions of Goods declaration 
(GD), the calculation and payment of taxes, duties and excises for and on 
behalf of the clients and facilitating communication between the 
importer/exporter and governmental authorities. 


10 Freight forwarder 


A freight forwarding firm specializes in arranging storage and shipping 
of merchandise on behalf of shipper clients. A full range of services is 
usually provided, including: tracking inland transportation, preparation 
of shipping and export documents, warehousing, booking cargo space, 
negotiating freight charges, freight consolidation, cargo insurance, and filing 
of insurance claims. Freight forwarders usually ship under their own bills 
of lading or air waybills (called house bill of lading or house air waybill) 
and their agents or associates at the destination (overseas freight forwarders) 
provide document delivery, deconsolidation, and freight collection services. 


11. Insurance company 


An insurance company, under a contract with the insured (exporter or 
importer),undertakes to indemnify the insured in respect of possible loss 
of or damage to vessels or to cargo during transportation of goods from 
one location to another. The insurer is known as the underwriter and the 
document in which the contract is incorporated is called a "Marine policy". 
Under this arrangement, the insured pays a specified service charge, i.e. 
‘premium’, in exchange for the undertaking from the insurer indemnifying 
the insured against loss or damage caused by certain specified perils. 
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12. Port Authority for exporter and importer 


This is an entity of state or local government that owns, operates, or 
otherwise provides wharf, dock and other marine terminal facilities at 
ports. The authority also has specified powers, including the right to act 
with respect to a defined area of responsibility, e.g. managing the traffic 
of vessels, maintenance services, etc. A port authority is the backbone of 
a country's import and export trade globally; almost 70% of the total volume 
of trade is channeled through ports. In Pakistan there are two such authorities, 
Karachi Port Trust at Keemari and Port Qasim Authority at Bin Qasim. 


Summary. 


1. International trade is the exchange of products, services, and 
money across national borders; essentially trade between countries. 


2. Over the centuries; trade rules have been standardized with 
regard to rules, regulations, terms and conditions. 


3. No country can be self-reliant without risking its economic growth. 


4. Cross-border trade is the backbone of global mercantile world, 
as producers in various countries; rather than limiting their activities 
within their back yards; aim to profit by increasing their outreach to 
the regional or global markets. 


5. Establishing methods and terms of payment agreeable to both 
parties is vital in any successful sales contract as both sides need to 
address their respective concerns through suitable risk mitigation. 


6. Incoterms means International Commercial Terms’, it is aimed at 
providing internationally accepted rules in relation to interpretation 
of the most commonly used trade terms in local, national and 
international trade. 


7. International trade is a complicated process which requires a 
number of facilitators. Average international trade transaction involves 
about twelve entities; agencies; organizations and authorities. 
Discussion questions: 


1. What is the significance of cross-border trade? 
What are the main drivers behind growth of trade at global level? 


Differentiate between International trade and Trade finance? 


BROWN 


How a buyer would approach a transaction for procurement of 
merchandise from overseas? 


5. List outpotential risks faced by the importer in an import transaction 
and how to mitigate the same? 


6. What are the concerns of an exporter while dealing with overseas 
buyer and how pertinent risks can be addressed? 


7. Define 'Market place’ in relation to international trade? 


8. What is the significance of Incoterms in International trade? 
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9. Differentiate between CFR and CPT? 
10. Enlist the parties involved in a typical cross-border trade transaction? 


11. Apart from the buyer and seller name the three most important parties 
in a transaction? 


1.2 Historical Perspective 
1.2.a. Introduction. 


The concept of international trade dates back to ancient times. According 
to some old Greek travel manuscript, written in the 1st century CE 
(Common Era), Romans and Indians had interactive trade relations. The 
Egyptians also carried out similar activities in the Red Sea area. Arabian 
nomads carried out long distance trading activities with the help of camel 
trains, trading silk and spices in the Far East. Such trading activities were 
based on direct barter system which facilitated exchange of goods and 
services. 


The history of barter can be traced back to 6000 BC which is said to be 
introduced by the tribes of Mesopotamia. An improved system of bartering 
was developed by Babylonian people who used to exchange their goods 
for weapons, tea, spices, and food items, sometimes, even human skulls 
were used for barter. 


The silk route was an active trade channel for the ancient Chinese 
civilization in the first and second centuries (under the Han Dynasty, 202 
BC - AD 220), which connected ancient China with Central Asia, Northern 
India, the Parthian / Roman Empires and present-day countries Iran, Iraq 
and Syria. 


In ancient times, trading activities were regulated through bilateral treaties 
between two countries in which buyers and sellers were usually represented 
by governments or their officials, so for many centuries international 
trade continued without any formal code of conduct. However, over time 
and in the wake of aggressive trade liberalization and privatization of 
markets, new buyers, sellers and entities such as middlemen started 
appearing on the scene. 


International trade using a barter system was replaced by mercantilism 
in the 16th and 17th centuries, while the 18th century saw the shift towards 
liberalism. During this time, Adam Smith, a Scot, and regarded as the 'father' 
of economics, wrote the famous book 'The Wealth of Nations' in 1776, 
wherein he defined the importance of specialization in production and he 
included international trade within this scope. David Ricardo, an English- 
Portuguese political economist, developed the principle of comparative 
advantage, a fundamental argument in favor of free trade among countries, 
which stands true even today. 


In the wake of the Industrial Revolution (17th - 18th centuries), technological 
innovations in Britain and Europe opened the way to higher productivity, 
first in agriculture, then in manufacturing. New machinery enabled larger 
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units to manufacture cheap textiles and, later, iron. These first steps toward 
mass-production led to the mass movement of goods from country to 
country, for they were accompanied by improvements in transportation 
and communications. 


Despite the remarkable progress of the previous hundred years, 
international exchange of goods and services at the beginning of the 19th 
century represented only about 3 percent of the value of world output. But 
then the industrial revolution spread to such countries as Germany, the 
United States, and later to Japan. By the second half of the 19th century, 
new industries were producing machine tools, electricity, and chemicals. 
With improved railroad and steamship networks, manufacturers were able 
to send the goods to distant destinations. As a result of these developments, 
foreign trade increased substantially so that by 1913 about one-third of 
everything produced in the world was exchanged over national borders. 


All these economic precepts and principles have influenced the international 
trade policies of every country, although in the last few centuries, countries 
have entered into various pacts to move towards free trade where countries 
do not impose tariffs in terms of import duties and allow trading of goods 
and services to progress freely. 


In the second decade of the 19th century, many western countries started 
their quest for economic liberty, whereby trade restrictions were removed 
and customs duties reduced across countries and their currencies became 
freely convertible into gold. 


The First World War changed the entire course of world trade and countries 
resorted to strict controls to guard themselves. It took more than five years 
in the post war era to dismantle these controls and return trade to a more 
normal pattern. Then economic recession in the 1920s, culminating in the 
stock market crash of 1929, changed the balance of world trade again and 
a number of countries facing economic pressures had to adopt protective 
mechanisms by raising customs duties and tariffs. 


1.2. a.i. Important trade-related landmarks 


The growing global trade resulted in stiff competition amongst 
manufacturers, as well as buyers, which promoted more structured trade 
mechanisms. During the reign of Napoleon III in France, the first-ever 
Free Trade Agreement was signed in 1860, between France and Britain. 


This underlined the fact that cross-border trade needed to be brought under 
some sort of formal control. Such world events that followed, 
including two world wars and major economic depression, prompted the 
introduction of major legislation and the establishment of international 
organizations to regulate global trade, a summary of which is given below. 
The International Chamber of Commerce was founded in 1919 to serve 
world business by promoting trade and investment, open markets for 
goods and services, and the free flow of capital. The organization's 
international secretariat was established in Paris and the ICC's International 
Court of Arbitration was created in 1923. 
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1946: The Bretton Woods system came into effect. It was planned in 1944 
as an international economic structure to prevent further depressions 
and wars and embodied a number of institutions and rules aimed to 
prevent national trade barriers being erected, as the lack of free trade was 
considered by many to have been a principal cause of war. 1947: As many 
as 23 nations gave their consent to the implementation of GATT (General 
Agreement on Tariffs and Trade). 


1958: European Economic Community was established with a common 
commercial policy, followed by the establishment of the European Free 
Trade Association in 1960. 


1994: Uniform Customs and Practice for Documentary Credits, revision 
(UCP-500) came into effect. 


1994: The North American Free Trade Agreement (NAFTA) came into 
effect, between USA, Canada and Mexico. 


In order to facilitate free trade, the World Trade Organization (WTO) was 
established in January 1995, with its headquarters in Geneva, Switzerland. 
The organization was created at the Uruguay Round Negotiations in 1993 
and consists of 153 member countries. WTO is the principal international 
organization that deals with the global rules of trade between nations. 
Its primary function is to facilitate smooth and free flow of trade between 
countries. 


1997: World Bank and the World Trade Organization (WTO) signed a 
formal agreement of cooperation to coordinate efforts to further integrate 
developing countries into the global economy. 


1.2. A.ii. Important events during the last decade 


November 2001: Doha Trade Ministerial conference was held in Doha 
in which Qatar and the Doha Development Agenda was born, with the 
objective of lowering trade barriers around the world, and thus facilitate 
the increase of global trade. 


Subsequent ministerial meetings took place in Cancun, Mexico (2003), 
and Hong Kong (2005), but no tangible progress could be made. On a 
positive note, the People's Republic of China formally joined WTO and 
soon afterwards, Taiwan was also admitted as a member. 


The most recent round of negotiations, in July 2008, broke down after 
failing to reach a compromise on agricultural import rules. July 2007: 


International Chamber of Commerce, Paris ICC) Rules for Uniform Customs 
and Practice for Documentary Credits, sixth revision (UCP-600) and URDG 
- 725 (Uniform Rules for Demand Guarantees) came into force. 


June 2010: The United Nations Commission on International Trade Law 
(UNCITRAL) adopted a revised version of its Arbitration Rules, which 
are widely used in ad hoc international arbitrations. 
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Effective Jan. 1, 2011, a new set of rules framed by ICC regarding international 
trade terms, also known as INCOTERMS, in all international trade transactions 
came into force globally. 


The dynamics of international trade indirectly influences the world 
foreign exchange market through its stakeholders, i.e. banks and governments, 
leading to some important events. Some of the significant landmark events, 
both at international and Pakistani level, are listed below: 


2000: The online foreign exchange trading system introduced in 1990, 
with the help of some robust worldwide platforms, was accepted as the 
standard dealing mechanism. 


2001: The Bank for International Settlements (BIS) conducted a survey of 
trading volume around the world and found that the average amount of 
currency traded each business day was $1210 billion. In terms of individual 
currencies, the US dollar is by far the most important currency, being involved 
in over 90 percent of all trades. 


Sep, 2001: Global financial markets were thrown into panic in the wake 
of the terrorist attacks in New York and Washington. 


2001: "Inter-bank operations liberalized in Pakistan and Banks allowed 
freely buying and selling foreign currencies from and to other Authorized 
Dealers in the country within the permissible exposure limit." 2002: Banks 
in Pakistan permitted to extend forward cover for exports, imports, etc. for 
any duration, something not permitted previously. 


2002: The European Union introduced into circulation the Euro, a single 
currency that replaced the national currencies of nearly a dozen European 
nations, including major economic powers such as Germany, France, and 
Italy. 


2003: Moneychanger business in Pakistan was integrated with formal 
channel and exchange companies starting to supply excess foreign exchange 
to the inter-bank market. 


2004: After almost three years of stability, the Pak rupee started to slide 
against key foreign currencies, attributable mostly to the widening trade 
deficit and the growing oil bill, as well as the impact of termination of the 
Saudi oil facility. 


2005: The Euro emerged as a highly popular currency in international 
bond markets, second only to the US Dollar. Although there were doubts 
surrounding the long-term direction of international currency markets, 
it seemed certain that neither the United States nor Europe would ever 
return to the gold standard. 


2009: The Foreign Exchange Exposure Limit of banks in Pakistan was 
raised to 20% of their respective Paid-up Capital (free of losses) with a 
maximum cap of PKR 2.00 Billion. 
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In view of the above chronology, it is easy to conclude that the present 
efficacy of international trade owes a lot to the long evolutionary process 
in which valuable contributions were made by numerous stakeholders 
in their respective periods. The process is still continuing and coming 
generations will surely benefit from it. 


Summaty. 

1. During the 1st century (CE), Romans and the Indians had interactive 
trade relations. 

2. International trade started with barter system and replaced by 
Mercantilism in the 16th and 17th Centuries. 

3. By 1913; about one-third of everything produced in the world was 
exchanged over national borders. 

4. The first ever Free Trade Agreement was signed in 1860, between 
France and Britain. 

5. The International Chamber of Commerce was founded in 1919. 

6. The Bretton Woods system came into effect in 1946. 

7. UCP-500 came into effect in 1994. 

8. World Trade Organization (WTO) was established in January 1995. 

9. Doha Trade Ministerial was held in 2001 and Doha Development 
Agenda was born. 

10. In 2001, Global financial markets were rocked on account of terrorist 
attacks in USA. 

11. In 2002; European Union introduced into circulation the Euro. 
Discussion questions: 

1. Give a brief on how International trade was conducted in ancient times? 

2. Describe the economic point of view Adam Smith regarding 
industrial revolution in his 'The Wealth of Nations'? 

3. Explain the factors led to Industrial Revolution in Britain and 
Europe (17th -18th century)? 

4. Narrate the factors which stopped the process of economic liberty 
initiated in the second half of 18th century? 

5. What were the reasons that gave birth to the concept of 'Free 
Trade Agreement’? 

6. Define the objectives of Bretton woods system? & compare them with 
aims of World Trade organization (WTO)? 

7. When UCP-600 came into force? 
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1.3 Need for Trade and Changed Profile of Markets 
1.3. A. Introduction 


As opposed to olden times when trade was built around the principle of 
barter, in the wake of the intricacies of today's commercial world, trade 
is much more than just selling the surplus and purchasing according to 
need and personal usage. In present times, not only has trading volume 
increased exponentially, the concept of specialization has emerged, 
whereby trading partners have come to expect more from their transactions 
and market composition has also changed significantly, as compared to 
local or regional markets in that wholesale and bulk trading of products 
and commodities can be traded with much greater ease and efficiency. 
Looking back at mercantile history over the last few centuries, one may 
notice that a number of macro level objectives have contributed to the 
drive and direction of global trade, i.e. reduction in inequalities and 
facilitation of growth in the economies of different countries. Because of 
the commercial considerations of international trade, countries all over 
the world make efforts to adhere to monetary policies that aim to have 
zero inflation, thereby reducing restrictions in trade worldwide. 


1.3. A.i Economic reasons for international trade 


If one country reduces its tariffs, this is enough to boost the long term 
growth of the economies of other countries. However, if there is unanimous 
reduction in tariffs, growth can be even faster. 


The developing world is generally used for cheap labor and low 
manufacturing costs, so multinational companies (MNC) bring investment 
to these countries to set up manufacturing plants, mostly for export 
purposes; a strategy which, apart from achieving economies of scale and 
raising production levels, creates more jobs locally and thereby raises 
people's living standards. This in turn creates more demand for consumer 
products and so the cycle continues. 


1.3. A.ii. Dependencies and efficiencies created by trade 


International trade and foreign direct investment (FDI) are tightly 
intertwined ideas. The simplest concept is that countries trade to receive 
what they cannot produce (or cannot produce efficiently) at home. 
Ultimately, the comparative model of trade holds that a free and 
competitive global market creates countries and firms that produce what 
they do best and most efficiently. For instance, in the past two - three 
decades or so, Bangladesh and Sri Lanka, owing to cheap labor and lower 
tariffs, have emerged as favorite investment centers for garment 
manufacturers. This has happened in spite of the fact that both countries 
are dependent on other countries for the raw materials required for 
production. However, industry has flourished in these countries through 
efficient production processes and low prices, which has resulted in more 
jobs for the locals and a better standard of living for all. 
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1.3.b. Theories related to International Trade (Mercantilism, Absolute 
Advantage and Comparative Advantage, Opportunity Cost) 


i. Theory of Mercantilism. 


Mercantilism is the oldest known theory of international trade. It was 
first proposed around 1500-1600. Mercantilism is an economic theory 
that states that a country's treasure, primarily in the form of gold, constitutes 
its wealth. The theory advocates that countries should export more than 
they import, so that they can receive the value of trade surplus in the form 
of gold from the countries that experience a trade deficit; further, that the 
prosperity of a nation is dependent upon its supply of capital, and that the 
global volume of international trade is "unchangeable". 


Mercantilism can be summarized as follows: 


* A country should have more exports than imports in monetary value. 
* The country's primary objective must be to ensure a trade surplus. 


* Government may encourage exporters by imposing tax(es) and some 
other charges on imports. 


* Maintain a favorable balance of trade. 


Mercantilism was often a cause of frequent European wars at that time and 
was also a motive for colonial expansion. The East India Company is the 
best example of mercantilism where the state and a company joined hands 
to exploit global market opportunities. The ensuing benefits were the 
establishment of regional colonies to manage the transport of private goods 
and the emergence of a commercial class which, in return for paying taxes, 
received state protection in the form of monopolies and tariffs. On the other 
hand, the volume of trade also enriched the imperialist state and provided 
significant employment for the general population and the social advancement 
of enterprising individuals. 


Decay of the Gold Standard reduced the validity of this theory which was 
then modified and renamed Neo-Mercantilism. 


ii. Theory of Absolute Advantage 


The theory of absolute advantage was introduced by the Scottish economist 
Adam Smith (1723-1790). This theory advocates that a nation benefits from 
manufacturing more output than other nations when it is in possession of 
a particular resource or commodity. This particular resource can also be a 
certain method or knowledge that increases production efficiency, and thus 
reduces the relative need of resources. 


Smith opined that it was impossible for all nations to become rich 
simultaneously by following mercantilism because the export of one 
nation is another nation's import, and instead stated that all nations 
would gain simultaneously if they practiced free trade and specialized in 
accordance with their absolute advantage. He stated that the wealth of 
nations depends upon the goods and services available to their citizens, 
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rather than their gold reserves. While there are possible gains from trade 
with absolute advantage, the gains may not be mutually beneficial. 
Comparative advantage focuses on the range of possible mutually beneficial 
exchanges. Smith argued that 'the invisible hand' of the market mechanism, 
rather than government policy, should determine what a country imports 
and what it exports. 


Two theories were developed from Adam Smith's absolute advantage 
theory -the 'Theory of Comparative Advantage’ by English neoclassical 
economist David Ricardo and the 'Eli Heckcher and Bertil Ohlin trade theory’, 
proposed by two Swedish economists, Eli Heckscher and Bertil Ohlin. 


iii. Theory of Comparative Advantage 


In his theory of comparative advantage, David Ricardo stated that, other 
things being equal, a country tends to specialize in and exports those 
commodities in the production of which it has maximum comparative cost 
advantage or minimum comparative disadvantage. Similarly, the country's 
imports will be of goods having relatively less comparative cost advantage 
or greater disadvantage. 


For some period of time, the theory of comparative costs formulated by 
David Ricardo was the most acceptable explanation of international trade. 
However, this theory was subjected to some harsh criticism on a number 
of counts, such as: 


* The theory is based on only two countries and only two commodities, 
but international trade is among many countries with many commodities. 


* Value of goods is expressed in terms of labor content. Labor theory of 
value developed by classical economists has too many limitations and 
thus is not applicable to the reality. 


* Value of goods and services in the real world is expressed in money, 
i.e. prices are the values expressed in units of money. 


* Another serious defect is that transport costs are not considered in 
determining comparative cost differences. 


* — It is built upon the assumption of full employment; constant returns to 
scale and concentrates on supply of goods without taking into 
consideration the demand factor. 


iv. Heckscher-Ohlin Theory of Comparative Advantage 


The Heckscher-Ohlin theory of comparative advantage was put forward 
as an alternative to the Ricardian model and had an ideological mission, 
i.e. the elimination of the labor theory of value and the incorporation 
of the neoclassical price mechanism into international trade theory. 


The Heckscher-Ohlin (H-O) model states that a country which is capital- 
abundant will export the capital-intensive good. Likewise, the country 
which is labor-abundant will export the labor-intensive good. A country 
exports the goods which it produces relatively better than the other 
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country. In this model, a country's advantage in production arises solely 
from its relative factor abundance. 


Relative endowments of the factors of production (land, labor, and capital) 
determine a country's comparative advantage. Countries have comparative 
advantages in those goods for which the required factors of production 
are relatively abundant locally. This is because the profitability of goods 
is determined by input costs. Goods that require inputs that are locally 
abundant will be cheaper to produce than those goods that require inputs 
that are locally scarce. 


The theory is based upon the following assumptions: 

* Both countries have identical production technology 

* Production output must have constant return to scale 

* The technologies used to produce the two commodities differ 
* Capital and labor mobility within countries 

* Capital and labor immobility between countries 


* Commodities have the same price everywhere Although the H-O model 
is normally thought to be basic to international trade theory, it has still 
faced criticism on a number of points, such as: 


* It is assumed that all varieties of a certain type of product are produced 
using the same factor proportions. This assumption rules out the H-O 
theorem as an explanation of trade patterns. 


* _H-O theory claims that the state of factor endowments of each country 
(or each region) determines the production of each country (respectively 
of each region) but Bernstein and Weinstein found that the factor 
endowments have little predictive power. 


* The factor equalization theorem (FET) applies only for most advanced 
countries. The average wage in Japan was once as big as 70 times the 
wage in Vietnam. These wage discrepancies are not normally within 
the scope of the H-O model analysis. The theory is not adapted to 
analyze South-North trade problems. 


* Unemployment is the vital question in any trade conflict. H-O theory 
excludes unemployment by the very formulation of the model, in which 
all factors (including labor) are employed in production. 


The H-O theory is preferred on theoretical grounds, but in real-world 
international trade, the pattern has turned out not to be so easily transferred, 
referred to as the Leontief paradox. In 1954, an econometric test by Wassily. 
W. Leontief of the H-O model found that the US, despite having a relative 
abundance of capital, tended to export labor-intensive goods and import 
capital-intensive goods. This finding came to be known as the Leontief 
paradox. Alternative trade models and various explanations for the paradox 
have emerged as a result of the paradox. One such trade model, the Linder 
hypothesis, suggests that goods are traded based on similar demand rather 
than differences in supply side factors (i.e., H-O's factor endowments). 
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v. Product Life Cycle Theory 


Raymond Vernon developed the international product life cycle theory 
which advocates that a company will begin to export its product and later 
take on foreign direct investment as the product moves through its life 
cycle. Eventually a country's export would become its import. This theory 
was propounded during the 1960s and built around the U.S. model as 
around that period most innovations came from that market. 


This was an applicable theory at that time since the U.S dominated world 
trade. However, today, the U.S.A is no longer the only innovator of products 
in the world. These days, companies in various countries design new products 
and modify them much quicker than before, so they are forced to introduce 
the products into many different markets at the same time to gain cost 
benefits before sales start to decline. The theory does not explain trade 
patterns of today. 


Life cycle analysis is widely used in many applications, although it has also 
been widely criticized. Life cycle costing has had considerable theoretical 
development, but few practical applications. Most of the criticism against 
the life cycle concept concerns its use in marketing. Opponents criticize 
mainly the use of the bell-shaped sales curve as a default or self-evident 
behavior of product sales. One thing that seems to block the implementation 
of the life cycle concept is the disproportionate distribution of benefits to 
the functional groups. One department may invest to generate more revenue 
or to reduce costs, but may not be appropriately rewarded for the increase 
of profit due to this action. 


1.3.c Balance of Trade and Balance of Payments 


Balance of trade and balance of payments are two commonly used terms 
in international economics. These terms are different but, as discussed 
below, are related to each other as balance of trade is a component of 
balance of payments (BOP), and included as a current item in balance of 
payments. 


1.3.c.i Balance of Trade (BOT) 


BOT is the difference between the value of goods and services exported 
out of a country and the value of goods and services imported into the 
country. The balance of trade is the official term for net exports that make 
up the balance of payments. The balance of trade can be a "favorable" 
surplus (exports exceed imports) or an "unfavorable" deficit (imports 
exceed exports). The official balance of trade is divided into the balance 
of merchandise trade for tangible goods and the balance of services. 


A balance of trade surplus is most favorable to domestic producers responsible 
for exports. However, this is also likely to be unfavorable to domestic 
consumers of the exports who pay higher prices. Conversely, a balance of 
trade deficit is most unfavorable to domestic producers in competition with 
imports, but it can also be favorable to domestic consumers of exports who 
pay lower prices. In short, it is the relationship between a nation's imports 
and exports. 
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1.3.c.ii Balance of Payments (BOP) 


BOP is the method countries use to monitor all international monetary 
transactions for a period of time. Usually, it is calculated on a quarterly basis 
and at the end of every year. In order to determine how much money is 
moving in and out of a country all trades conducted by both the private 
and public sectors are accounted for in the BOP. If a country has received 
money, this is known as a credit, and, if a country has paid out or given 
money, the transaction is counted as a debit. Theoretically, the BOP should 
be zero, meaning that assets (credits) and liabilities (debits) should balance, 
but in practice this is rarely the case and, thus, BOP does show if a country 
has a deficit or a surplus and which parts of the economy are causing credits 
and / or debits. 


BOP is divided into three main categories: Current Account, Capital Account 
and Financial Account. Within these three categories are subdivisions, each 
of which accounts for a different type of international monetary transaction. 


1.3.c.iii The Current Account 


The current account is used to mark the inflow and outflow of goods 
and services into/out of a country. Earnings on investments, both public 
and private, are also put into the current account. Within the current account 
are credits and debits of the trade of merchandise, which includes goods 
such as raw materials and manufactured goods that are bought, sold or 
given away (possibly in the form of aid). Services refer to receipts from 
tourism, transportation (like the levy that must be paid in Panama or Eqypt 
when a ship passes through the Panama Canal or Suez Canal), engineering, 
business service fees (from lawyers or management consulting, for example), 
and royalties from patents and copyrights. When combined, goods and 
services together make up a country's balance of trade (BOT). The BOT is 
typically the biggest bulk of a country's balance of payments as it makes 
up total imports and exports. If a country has a balance of trade deficit, it 
imports more than it exports, and if it has a balance of trade surplus, it 
exports more than it imports. 


Receipts from income-generating assets such as stocks (in the form of 
dividends) are also recorded in the current account. The last component 
of the current account is individual transfers. These are credits that are 
mostly worker's remittances, sent back to the home country of people 
working abroad, as well as foreign aid that is directly received. 


1.3.c.iv The Capital Account 


The capital account is where all international capital transfers are recorded. 
This refers to the acquisition or disposal of non-financial assets (for 
example, a physical asset such as land) and non-produced assets, which 
are needed for production but have not been produced, like a mine used 
for the extraction of diamonds. 


The capital account is broken down into the monetary flows branching 
from debt cancellation, the transfer of goods, and financial assets of migrants 
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leaving or entering a country, the transfer of ownership on fixed assets 
(assets such as equipment used in the production process to generate 
income), the transfer of funds received to the sale or acquisition of fixed 
assets, gift and inheritance taxes, death levies, and, finally, uninsured 
damage to fixed assets. 


1.3.c.v The Financial Account 


In the financial account, international monetary flows related to investment 
in business, real estate, bonds and stocks are documented. Also included 
are government-owned assets such as foreign reserves, gold, special drawing 
rights (SDRs) held with the International Monetary Fund, private assets held 
abroad, and direct foreign investment. Assets owned by foreigners, private 
and official, are also recorded in the financial account. 


1.3.c.vi The Balancing Act 


The current account should be balanced against the combined capital and 
financial accounts. However, as mentioned above, this rarely happens. It 
must be noted that, with fluctuating exchange rates, change in the value 
of money can add to BOP distortions. When there is a deficit in the current 
account, on account of a trade deficit, the difference can be borrowed or 
funded by the capital account. If a country has a fixed asset abroad, this 
borrowed amount is marked as a capital account outflow. However, the 
sale of that fixed asset would be considered a current account inflow 
(earnings from investments). The current account deficit would thus be 
funded. 


When a country has a current account deficit that is financed by the capital 
account, the country is actually foregoing capital assets for more goods and 
services. If a country is borrowing money to fund its current account deficit, 
this would appear as an inflow of foreign capital in the BOP. 


1.3.c.vi-a. Methods of correcting balance of payments 


There are several methods to correct balance of payment disequilibrium. 
These methods depend on the nature and causes of imbalance and may 
be classified into two groups, i.e. monetary and non-monetary methods. 


1.3.d.vi-b Monetary methods 


Monetary methods of correction affect the balance of payments by 
changing the value or flow of currencies, both domestic and foreign, 
which indirectly affects the volume and value of exports and imports. 
With a flexible exchange rate policy, it is possible to influence the value 
and volume of exports and imports. 


Although there may be other considerations before the monetary authorities, 
devaluation is generally adopted as a policy during such times when: 


a. imports are increasing rapidly 

b. exports are stagnant or decreasing. 
c. domestic currency has low demand 
d. foreign currency is in high demand 
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1.3.d.vi-c Non-monetary methods 


All non-monetary methods directly affect exports and imports. Some 
important non-monetary methods are given below: 


1. Export Promotion: A country with a BOP deficit can adopt export promotion 
measures such as providing fiscal incentives, financial aid, infrastructure 
facilities, marketing support and support of imported inputs. The Government 
may offer a package of tax incentives to reduce costs and make exports 
competitive in the world market through reimbursement of research & 
development support and / or other rebate programs. 


2. Import Substitution: Technology can be progressively developed 
for import substitution, whereby goods can be produced in the country 
rather than being imported. This may require the import of capital goods 
and technology or initiating collaborative agreements with other countries 
for production and re-export of value-added goods. 


3. Import Controls: The Government may introduce stringent controls over 
imports. This can be done by licensing the users, based on centralized 
imports, imposition of regulatory margins and import duties, etc. 


4. Import Quota: Import quotas are important non-tariff barriers. 
They are positive restrictions on incoming goods. 


5. Tariffs: A tariff is a tax duty levied on imports. The objective is to 
make imports expensive, which will in turn encourage domestic demand 
and make the home industries competitive. 


These are some archetypal remedies for tackling balance of payments 
related issues. Nevertheless, it should be noted that every country has to 
use a combination of monetary and non-monetary methods to correct 
balance of payment imbalances effectively and also prevent a possible 
economic backlash from any developed country, which may feel threatened 
by these fiscal or monetary policies. 


In today's world of economic interdependency, while countries that are 
endowed with immense natural resources, for instance oil and gas and / 
or basic commodities, i.e. food items, metals, livestock, etc., may be subject 
to uncertainties centered on global demand and supply, exporting countries 
are well positioned to exploit the situation and manipulate the market 
to their advantage. 


While an increase in demand means more profits for the producing 
countries, it also brings miseries for the importing countries which cannot 
do without essential commodities either for local consumption or to use 
as raw material for re-export. Therefore, imports will cost more than 
before and this will affect the country's balance of payments dynamics, 
potentially triggering inflation in the country, and increasing the cost of 
living index. This will also dent the country's foreign currency reserves 
and have a direct bearing on the foreign exchange rate. 
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During the period 1983-2003, the prices of many commodities fluctuated 
from below 50 percent to above 150 percent of the average. It is estimated 
that over 60 developing countries depended on three or fewer leading 
commodities for more than one half of their export earnings. In many 
countries, this fluctuation in production and trade affected the livelihoods 
of millions of people, governments’ fiscal revenue and public expenditure, 
as well as trade balances and foreign reserves. 


Generally, for almost every economy, there is a broad-based trickledown 
effect when prices of importable commodities or manufactured items 
rise. There is an almost simultaneous adjustment to inflationary expectations, 
as commodity or goods prices filter into costs associated with food, 
transportation, freight, etc., affecting almost every aspect of the economy. 


This is due to the fact that, beside soil and other energy sources, the prices 
of goods and services also appear in the 'basket 'of the Retail Price Index, 
but the downstream effect on other commodity prices has a delayed impact 
on the overall inflation figures. 


Countries that are not major commodity exporters, for instance, may find 
their quest for exchange rate stability being undermined by a rise in the 
prices of commodities, such as oil, sugar, etc., or manufactured goods, which 
drains their foreign currency reserves. In some cases, the benefits of debt 
cancellation have been effectively wiped out by the rising cost of oil imports. 
Such a situation affected Pakistan's foreign currency reserves in 2007. 


1.3.e Growth of multinational companies and impact on trade practices 


A crucial consequence of globalization is the emergence of powerful 
multinational companies (MNC). Such companies now account for over 33 
per cent of world output, and 68 per cent of world trade (Gray 1999: 62). 
Significantly, something like a quarter of world trade occurs within 
multinational corporations. This point is well illustrated by the operations 
of car manufacturers who typically source their components from plants 
situated in different countries. 


On a more positive note, MNCs, along with foreign direct investment, 
can also bring benefits such as employment, new technology, new industries 
and collaborative ventures. The aggregate impact of these factors is higher 
output for domestic and overseas consumers and an increase in international 
trade. Thus MNCs have a meaningful role in promoting global trade practices 
through research and development with a view to reducing costs and 
improving efficiency. 


MNCs are also a major source of revenue for governments along with 
every other link in the chain of international trade including the shipping 
lines. Therefore international authorities such as WTO, GATT and others, 
when formulating rules for international trade, have to take due cognizance 
of MNCs and their ways of conducting business, so that the ensuing 
legislation takes account of who will benefit and who might be disadvantaged. 


It could be argued that a somewhat complicated relationship exists 
between the international economic activities of multinational corporations 
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and morality. Different concepts of moral behavior, the notion that companies 
should act according to moral guidelines (rather than just according to laws) 
and the role of the state as a champion of public morality, are all controversial 
factors which contribute to the complexity of the relationship. 


It is alleged that, in order to facilitate international sales, MNCs also 
indulge in lobbying within government circles and even influence the 
decision-making process in order to get preferential treatment in terms 
of taxation and remittance of dividends. MNCs are also accused of being 
too profit-oriented, providing fewer jobs than anticipated, using inferior 
technology, incurring higher costs, causing ‘brain drain' (loss of talented 
and skilled human resources), selling 'junk' foods and products, among 
other things. There may be logic in these arguments; nevertheless the 
role played by MNCs towards rewriting international trade practices 
remains unchallenged to date. 


As stated by Director-General of the WTO, Pascal Lamy, at the Geneva 
lectures on Global Economic Governance held in February 2008, world 
trade in the last sixty years has grown over twenty fold and three times 
more than was expected. In the face of increased competition, its growth 
has been influenced by a number of challenges, mostly arising from 
commercial imperialism, regional conflicts and economic hegemonies, 
cross currents of geo-political conflicts leading into possible trade 
embargoes, sanctions, bans, etc. 


One cannot argue the fact for progress; the business world needs free 
international movement of goods and people, something which requires 
peace and a level playing field for all. However, the political and economic 
interests of various different countries can result in unfair practices, e.g. 
trade embargoes and sanctions against rival countries. 


As the cost of doing international business rises, the clichéd 'war on 
terrorism' also has a role in throttling the free movement of goods and 
people. In today's context, US sanctions on Iran and North Korea are 
manifestation of such ambitions. One may justify these actions with 
reference to alleged nuclear programs pursued by these countries, but no 
one can deny that a number of other countries are suffering from the 
economic fallout of these sanctions as they fear that trading with Iran 
and North Korea would lead to sanctions against them. 


Iraq and Myanmar can be cited as countries that have suffered because 
of some ambiguous human rights-related issues. Political justifications 
aside, the fact remains that the people of these countries, and the world 
as a whole, have lost out in opportunities to improve their economic 
situation through international trade. 


Piracy has always been a fact of life for marine traffic. However in recent 
years, its frequency has increased significantly, particularly in the waters 
around the Horn of Africa. In addition, in recent times another phenomenon 
has emerged -acts of terrorism which represent another threat to the 
efficient traffic of international trade. 
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Unfortunately, in the face of conflicting economic and political ambitions, 
there is no quick solution to overcoming these challenges, unless a consensus 
can be developed at global level, whereby trade activities can be conducted 
overriding all national or regional political considerations. 


Otherwise the dream of free trade activities and business operations 
internationally will remain a dream. 


Summary 


iF 


10. 


11. 
12. 


13. 


Commercial world today is much more than just selling the surplus and 
procuring in light of one's needs and personal usage. 


International trade and foreign direct investment (FDI) are tightly 
intertwined. Bangladesh and Sri Lanka owing to cheap labour and lower 
tariffs have emerged as favourite investment centres for garment 
manufacturers. 


Mercantilism is the oldest International Trade theory, propounded 
during 1500-1600; it holds that a country's treasure primarily in the 
form of gold constituted its wealth. 


Absolute advantage theory was introduced by the Scottish economist 
Adam Smith (1723-1790),it advocates that a nation benefits from 
manufacturing more output than others. 


Theory of Comparative Advantage advocated by David Ricardo in 
1817,states that a country tends to specialise in and exports those 
commodities in the production of which it has maximum comparative 
cost advantage or minimum comparative disadvantage. 


Heckscher-Ohlin theory of comparative advantage put forward in early 
twentieth century as an alternative to the Ricardian model. 


International product life cycle theory introduced in 1960s; advocates 
that a company begins to export its product and later take on foreign 
direct investment as the product moves through its life cycle. 


Balance of trade is a component of Balance of Payment (BOP) included 
as current item in balance of payment. 


Balance of trade is difference between the value of goods and services 
exported and the value of goods and services imported, Balance of 
payment is a method used by countries to monitor all international 
monetary transactions for a period of time. 


Current account is used to record inflow and outflow of goods and 
services for a country. 


Capital account is where all international capital transfers are recorded. 


In financial account, international monetary flows related to investment 
in business, real estate, bonds and stocks are documented. 


Multinational companies (MNC) account for over 33 per cent of world 
output, and 68 per cent of world trade. 
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15. 


MNCs are major source of revenue for the governments as well as 
every other link in the chain of international trade. 


War on Terrorism also has a role in throttling free movement of goods 
and people at global level. 


Discussion questions: 


1. 
2. 


6. 


Substantiate your argument in support of international trade? 


Compare various theories of International trade and comment which 
theory is more with reference to inter-dependencies of present era of 
trade globalization? 


Differentiate between Balance of trade and Balance of Payment? 
Discuss the constituents of Balance of payment? 


What measures can be suggested to improve Pakistan's Balance of 
payment? 


How Multinational companies (MNCS) affect economies of a country? 


Case studies 


Balance of Payment 


Given below are trade statistics of country ‘A’, study the table and answer 
the questions below 


Trade Amount (USD million) 
Visible exports 855100 
Visible imports 1044657 


Invisible exports 250770 
Invisible imports 110985 


Calculate the balance of trade 


Calculate the current account balance. 


Explain how current account balance of the country would be affected 
by: 


Domestic consumers spend more on foreign tours and holidays; 
Overseas buyers start buying more goods being produced locally 


Explain the advantages and disadvantages of policies which government 
of country 'A' might use to reduce a current account deficit? 


How economic slowdown in the country affects the balance of payments? 


How a weak Pak Rupee and high interest rate policies would affect car 
manufacturers in Pakistan? 


Give two measures through which a country can protect its domestic 
market from imported merchandise? 


36 


ast International Trade 
Chapter 1 
Student By the end of this chapter you should be able to: 


Learning Outcomes 
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State the concept of an open account as a mode of trade settlement 


List the documents required by the bank at the time of payment for 
open account 


List the parties involved and explain their roles for imports on 
open account basis 


Discuss imports on open account basis 

List and discuss the advantage to the buyer under an open account 
List and discuss the disadvantage to the seller under an open account 
Define documentary collections 

Discuss exports under documentary collection 


List the parties involved and explain their roles for exports under 
documentary collection 


List the types of documentary collections 

Define and discuss clean collection 

List and discuss documentary collection 

Discuss documents against payment 

Discuss documents against acceptance /Bills of exchange 
Discuss documents against letter of undertaking 

Define 'Avalization' 


List and discuss the advantages of different types of sellers/buyers under 
documentary collections 


List and discuss the disadvantages of different types to sellers/buyers 
under documentary collections 


Recall the basic framework and the governing rules of URC 522 
Define documentary credits 

List and briefly explain the different types of Letters of credit 

List the parties involved and explain their roles for LCs i.e. Issuing 


Bank, applicant, advising bank, reimbursing bank, negotiating bank, 
confirming Bank, Beneficiary 


List the documents required by the bank at the time of establishing 
and payment of a LC 
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ae International Trade 
Chapter 1 
Student By the end of this chapter you should be able to: 


Learning Outcomes 


= Recall the standard regulatory clauses in LCs for imports and exports 


= Discuss the document scrutiny checklist and the terms and conditions 
for establishment and payment under LCs 


= Discuss the issues arising from non-compliance with regulatory and other 
requirements. 


= List the common errors made during transaction processing by 
banks and customers (importer/exporter) 


= List the common errors made by customers (importer/exporter) 

= Discuss the possible ways to resolve documentation discrepancies 

= Identify the various types of discrepancies under L/C 

= Discuss under what circumstances the discrepancies cannot be corrected 
= Discuss the risks under different types of discrepancies to various parties 
= Explain methods of resolving discrepancies 

= Recall the basic framework and the governing rules of URC 600 

= Discuss the payment options available to exporters 

= Explain the disadvantage/risks for buyer during advance payments 
= Define Escrow Account 


= Discuss settlements through Escrow Accounts 


2.1. Modes of Trade 
Settlement 


International Trade 


2.1.1 Open Account 
2.1.1.a Definition 


An open account transaction is consignment basis, which is based on a 
contract between the supplier and the buyer in terms of which the importer 
is obliged to pay on a pre-agreed date in future as mentioned in the contract 
document. 


Generally, an open account sale transaction may be carried out by the 
buyer and seller independent of any third party; however, in present 
times, banking channels are commonly used for delivery of shipping 
documents and payment settlement. In North America and Western 
Europe, an open account is the preferred method for domestic trading 
and its use is growing in the area of international cross-border trade. 
Buyers favour it because it does not restrict their credit lines and allows 
them access to a greater variety of sellers. In addition, the cost is usually 
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borne by the seller in extending credit, so it is economical as well. 
In effect, the desire of the seller to offer the advantages of open account 
trading to his buyers, combined with the need for the credit risks to be 
covered are two of the fundamental reasons behind the growth of 
international factoring, a financial product which we are going to discuss 
in later chapters of this book. 


2.1.1.b. Introduction 


In the export business, an open account is a convenient method of payment, 
provided the buyer is well established, with a good reputation, or has a 
successful credit history in dealing with the exporter. As is evident from the 
diagram below, it is perhaps the simplest form of cross-border trade 
transaction involving regular shipments. The importer often makes payments 
at set intervals in respect of goods received during a particular period. 


Diagram: b.i 


(Buyer places the order) 


(Seller ships the goods) 


Seller 


(Buyer sends the payment as agreed) 


Transactions on open account take place where it is a buyer's market. It is 
the exact opposite of a transaction under advance payment as the risk is 
100% on the seller. 


A summary of open account terms from the seller's and the buyer's 
perspectives is given below: 


Seller's view Buyer's view 


Least secure, he should have confidence that buyer will pay on time. Most secure form of trading. 
Element of high risk as buyer may not pay on due date. Can collect and use goods before payment. 


Should have sufficient liquidity to allow credit to the buyer. Gets free credit and his own lines at the bank are not used to 
fund the credit period. 
Exposed to buyer's country risk for exchange control payment. Administratively, it is a cheaper option. 
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Should have sound knowledge of the trade practices in buyer's country, 
their language for follow-up, and the laws of the country. 


Some large international firms, e.g. Wal-Mart, Sears, make purchases 
mostly on open account terms. However, when dealing with relatively 
less well-known buyers, for the exporter there are risks associated with 
open account sales, as the absence of documents and banking channels 
might make it difficult to pursue legal enforcement of claims. The exporter 
may have to pursue debit collection in foreign countries which can be a 
difficult and costly exercise. Financing the receivables can become another 
issue if drafts or other evidence of receivables acceptable to banks are 
unavailable. 
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In this type of business, the exporter simply invoices the customer, who is 
expected to pay under agreed terms at a future date, although a commercial 
invoice specifies the date when payment is to be made by the buyer. The 
supplier does not have any other security to ensure that the buyer will meet 
payment obligations. 


It is therefore essential for exporters to study proposals for sale on open 
account terms carefully. The buyer should also ensure that political, economic, 
and commercial risks are covered as fully as possible. In cases where 
financing is required for the transaction, consultation with the bank is 
recommended, prior to issuance of a pro forma invoice to the buyer. 


2.1.1.c. Terms under Open Account 


As stated above, open account sales call for payment on a date in the 
future. Goods are shipped to the importer and documents of title sent 
directly by the exporter. A set date for payment is fixed, by which time 
the importer is required to remit the proceeds against the consignment 
to the exporter through normal banking channels. 


Under an open account, the exporter normally extends a period of credit 
to the importer, which can range between 30 to 90 days from the date of 
shipment. The main pre-condition of such an arrangement is the implicit 
mutual trust between the exporter and the importer, perhaps because 
they have been trading together for a number of years or they are closely 
associated, e.g. family business, etc. 


2.1.1.d. Major risks in open account terms 


Just like any other cross-border transaction, exports on open account 
terms are exposed to four major types of risks. 


2.1.1.d, i. Counterparty (buyer) risk 


In an open account sale, the seller loses control over the goods the moment 
he ships them. This credit risk element of uncertainty with regard to the 
buyer's ability or intention to pay according to the agreed terms is also 
known as counterparty risk, and the default could be willful or due to 
insolvency of the buyer. 


2.1.1d,ii. Country risk 


The foreign buyer may be willing and able to pay, but the government 
in the importer's country may impose exchange controls which can 
restrict the buyer from effecting payment to the overseas seller. Imposition 
of exchange controls may be instigated by political or economic factors; 
such situations are common in third world countries, particularly those 
suffering from huge foreign debts. 


2.1.14,iii. Transit risk 


When compared with domestic deals, goods in international trade travel 
much faster, and for that reason, these goods are more exposed to the 
danger of damage and loss during the transit period, i.e. from the buyer's 
warehouse to the seller's doorstep. 
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2.1.1d,iv. Exchange risk 


As payment against export shipment will be received after a certain period, 
the buyer may be uncertain about the local currency equivalent he is likely 
to receive in respect of the export consignment invoiced in foreign currency. 
This uncertainty, irrespective of the payment terms agreed between the 
two parties, is known as exchange risk. 


2.1.1.e. How the exporter can mitigate risks under open account terms 
2.1.1.e, i. Buyer's risk 


An exporter may obtain a Status Report on the buyer. Various domestic and 
international credit information agencies maintain databases on businesses 
from which confidential reports can be provided to interested parties. For 
optimal use, such status reports should be updated on a regular basis. A 
favorable status report does not guarantee that the buyer will honor his 
obligations, but it does serve as a useful tool to ascertain the creditworthiness 
and integrity of the buyer. In addition, if business volume is significant, the 
exporter may also use internal resources to build a database of prospective 
buyers and accurately profile counterparties for future transactions. 


2.1.1.e, ii. Buyer's country risk 


Most international banks and research agencies provide political and 
economic reports which comment on the situation in various regions 
and countries. These reports extensively discuss various aspects of economy 
as well as existing exchange control regulations in the countries under 
review, and this helps the seller in assessing the situation and developing 
a forecast for the buyer's country. 


2.1.1.e.iii. Transit risk 


This type of risk can best be covered by way of appropriate cargo insurance. 
If the contract between the two parties contains relevant incoterm, it clearly 
determines where the exporter's obligation ends and where the importer's 
obligation begins. A buyer may also take up insurance to cover the seller's 
interest and guard against damage to goods. This is useful, especially if the 
buyer is not insured under terms like CFR. Freight forwarding firms dealing 
in overseas transport arrangements can assist the seller to organize appropriate 
transportation, insurance and documentation, etc. 


2.1.1.f. Advantages to buyer and disadvantages to seller 


From the supplier's viewpoint, open account is perhaps the riskiest method 
of trade as the exporter has no control over the goods and is completely 
dependent on the importer to pay as agreed. Given below is a synopsis 
of factors that reflect the position of both the parties in the transaction: 


2.1.1.f, i. Advantages to the buyer 


¢ Since the buyer is getting the goods on credit, his cash flow is not 
affected and he has the luxury of using his own financial resources in 
other areas of business. 
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¢ The buyer enjoys the benefit of float if the goods are sold early and 
payment is due to be made at a later date in future. 


¢ Riding on the credit facility from the seller, the buyer can improve his 
sales by passing some advantage to his buyers by selling goods on credit 
terms. 


2.1.1.f, ii. Disadvantages to the seller 


¢ The seller's cash flow is strained and might increase the cost of sales. 
¢ For timely repayments, he is completely dependent on the buyer. 


¢ In absence of a bill of exchange, the seller cannot obtain financing 
against his receivables. 


2.1.1.g. Payment procedure of shipment received under open account 


Payment for imports into Pakistan under open account transactions can be 
made in terms of Para 23 (ii) Chapter XIII of State Bank of Pakistan, Foreign 
Exchange Manual, Edition 2002, against production of the following documents: 


a) Goods Declaration form (GDD), evidencing that the goods have 
been cleared by Customs. 
b) Certified invoices, in the case of imports by post, relative invoices. 


c) Non-negotiable copies of the Bill of Lading/Airway Bill/Railway 
Receipt/Truck Receipt etc. 


d) 'I' Form duly completed and signed by the importer. 


Upon due submission of the above and availability of funds, the bank may 
execute the transfer in line with prevalent exchange control regulations. 


Summary. 


1. Open account is perhaps the simplest form of cross-border trade which 
involves regular shipments with payment in future. 


2. It is the preferred method for domestic trading in North America and 
Western Europe. 


3. Large international firms make purchases mostly on open account terms. 


4. Exporters are exposed to various challenges, e.g. Buyer, Country risks, 
etc., as in absence of documents and banking channels it might be 
difficult to pursue legal enforcement of claims. 


Discussion questions: 


1. Describe the elements of 'Open account' trading? 


2. Enumerate advantages and disadvantages of export under open 
account? 


3. How a seller can minimise the risks under open account trading? 
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4. Describe the process for effecting payment in respect of import under 
open account? 


2.1.2 Documentary Collections 
2.1.2.a. Definition 


A Documentary Collection is an instance where only the financial 
document (draft or bill of exchange) is sent via the bank without any 
transaction-related document, e.g. bill of lading, commercial invoice, etc. 
(which are sent separately by the consignor to the consignee). This usually 
happens in open account arrangements. Clean collection allows a consignee 
to take delivery of the shipment without paying and without making a 
firm commitment to pay on a fixed date. 


For an exporter, Documentary Collection offers far greater security than 
selling on open account, but not as much as a documentary credit. Credit, 
political and transfer risks, for instance, are not covered, but documentary 
collection costs less and involves less time and effort for settlement. 


2.1.2.b. Introduction 


Because of the various risks discussed in the previous sections, it is safe to 
assume that dealings in cross-border trade are far more complicated than 
domestic trade transactions. 


For obvious reasons, before deciding to do business with each other, both 
parties, i.e. importer and exporter, need to understand and agree on 
acceptable methods regarding delivery of goods and payment and ensure 
that these are included in the contract document. Certain methods of 
payment are less risky than others and it is up to the buyer and seller to 
agree on a method that suits them both. 


In local markets it may be possible that parties have direct or indirect 
prior confidential knowledge about each other's business and reputation, 
or there exists a certain level of mutual trust that makes it easier for the 
two parties to take business decisions. However, in international trade, 
such a comfort level is not easily achievable, which is why international 
buyers and sellers have to resort to different trading mechanisms to 
safequard their respective business interests, as well as ensuring smooth 
transactions, and Documentary Collection is one of these. 


Using the bank as collecting agent, a documentary collection is a practical 
method for the exporter to receive payment from the importer for goods 
or services, in which the exporter is able to maintain control over the 
consignment until payment is made or acceptance of the bill of exchange 
is obtained from the importer. 


It is a versatile financial instrument that comes in different form scattering 
for various types of commercial and financial transactions, and, under 
certain defined circumstances, the exporter can also take advantage of 
discounting facilities. 
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2.1.2.c. Governing rules 


Documentary Collection is governed by the current version of the Uniform 
Rules for Collection (URC 522) drafted and distributed by the International 
Chamber of Commerce in 1995 and came into effect as on January 1. 1996. 
This set of rules, along with local legislation, governs the use of 
documentary collections and serves as guidelines for bankers, buyers and 
sellers engaged in the collection process. 


URC 522, amongst others, underlines the need for the principal and/or 
the remitting bank to attach a separate document, i.e. the collection 
instruction, to every collection subject to the Rules, making it clear that 
banks will not examine the documents, particularly not to look for instructions 
and addresses. 


The Rules also clarify the role and obligations of the collecting bank when 
handling a collection and place greater onus on the remitting bank to provide 
accurate instructions regarding collections. 


From an exchange control perspective, in Pakistan, export documentary 
collections are subject to the provisions of Chapter XII of the State Bank 
of Pakistan Foreign Exchange Manual, and amendments to it as and 
when notified, whereas import collections are subject to the provisions 
of Chapter XIII of the same Manual. 


2.1.2.d. Benefits of Documentary Collections 
2.1.2.d.i. Simplicity 


The simplicity of the operation makes documentary collections a 
convenient way to receive payment from an importer, because not only is 
the documentation process less complicated, it is also cost efficient. 


2.1.2.d.ii. Convenience 


With the remitting bank acting as agent, the exporter is relieved of the 
administrative burden of collecting the proceeds, handling correspondence 
and any follow-up action. 


2.1.2. d.iii. Security 


The exporter's control over the goods is maintained until the importer 
pays or accepts the financial instrument. 


2.1.2.d.iv. Guarantee of payment 


The exporter has the choice of asking the collecting bank to sign as surety 
(pour avail)on the financial instrument, thereby obtaining a guarantee 
of payment independently of the importer. 


2.1.2.e. Risks 


There are a number of risks inherent in cross-border trade under documentary 
collection, such as: 
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¢ Normally payment is not guaranteed as credit, political and transfer 
risks are not covered. 


¢ The payment date is uncertain. 


¢ lf the importer refuses to accept the documents or the draft on the due 
date, the exporter is exposed to potential losses as it may be extremely 
costly or even impossible to find an alternative buyer or have the goods 
shipped back. 


Moreover, the factors listed below also have a role to play in any successful 
documentary collection business: 


* Relationship of trust must exist between the exporter and the importer. 


¢ There must be no doubt as to the importer's willingness and ability 
to pay. 


¢ The importing country must be politically, economically and legally 
stable. 


International payment transactions with the importing country must 
not be hampered or threatened by currency controls or any other such 
restrictions. 


2.1.2.f. Draft (Bill of Exchange) and Documentary Collections 


Apart from a Bill of Lading, a Draft is perhaps the most important 
document used in a documentary collection. In order to understand its 
role in the transactions, it is appropriate to know a little more about the 
variants of this negotiable instrument. 


2.1.2.f.i Definition 


A draft is a formal demand for payment. It is an unconditional order in 
writing, addressed by one party (drawer) to another party (drawee), 
requiring the drawee to pay, at a designated or determinable future date, 
a specified sum in lawful currency (e.g. US Dollar) to the order of a named 
party (the payee). In international trade, drafts are also known as Bills of 
Exchange. 


2.1.2.f.ii Sight Draft 


In a trade transaction, a sight draft is drawn when the exporter wants to 
retain title to the shipment until it reaches its destination and payment 
is made. It is accompanied by other shipment-related documents, e.g. 
commercial invoice, bill of lading, etc., that are sent to the importer. 
There are risks for the exporter in using a sight draft to control transferring 
the title of a shipment for the reasons given below: 


a) The buyer's ability or willingness to pay might change from the time 
the goods were shipped until the drafts are presented for payment. 


b) There is no promise from the buyer's bank to confirm the buyer's 
obligation. 
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c) The policies of the importing country could also change. 


d) If the buyer cannot or does not pay for and claim the goods, returning 
or disposing of the products becomes the problem of the exporter. 


It is important to note that airway bills, on the other hand, do not need 
to be presented in order for the buyer to claim the goods. Hence, risk 
increases when a sight draft is being used with an air shipment. In practice, 
the bill of lading is endorsed by the exporter and sent via the exporter's 
bank to the buyer's bank. 


2.1.2.f.iii. Term Draft (Time or Usance) 


The term 'draft(time or usance)'is used in a deferred payment arrangement, 
whereby the payment is to be made on maturity date which could be a 
certain period after sight of the drafter a certain date after an event. This 
is explained below. 


a. Time Draft (after sight) 


After sight is when the draft is presented to the drawee for acceptance, 
for example, "at 90 days sight" and "at 120 days after sight". 


b. Usance Draft (after date) 


After a specific date means, e.g., "at 90 days from Bill of Lading (B/L) date" 
(i.e., the maturity date is 90 days after issuance date of the bill of lading) 
and "at 180 days after date" (i.e., the maturity date is 180 days after issuance 
date of the draft). 


Unless the maturity date is tied to a specific date, the importer may refuse 
to accept the draft until the goods have arrived; such deferred acceptance 
can extend the maturity date. 


When a Term draft is drawn on the confirming bank or the issuing bank 
or other bank, as is the case in letters of credit, and the same is accepted 
by the accepting bank, such a draft becomes a banker's acceptance. The 
exporter may hold the banker's acceptance pending payment by the bank 
on the maturity date or discounts it with the bank, thus providing the 
exporter with immediate funds. 


If the term draft is accepted by the importer (draft is drawn on the 
importer) when it is presented by the collecting (presenting) bank, such 
a draft becomes a Trade acceptance. In practice, the collecting bank usually 
holds the trade acceptance pending payment by the importer on the 
maturity date and advises the remitting bank of the date of acceptance 
accordingly. The drawee may sometimes default on the payment of a 
trade acceptance; nevertheless, the trade acceptance has a better chance 
of being paid by the importer compared to a sales invoice. 


To record his acceptance, the drawee writes or stamp the word 
"ACCEPTED" on the face of the draft, along with the drawee's authorized 
signature, his legal status in the company, and the date draft is accepted. 
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Unless the importer's integrity is irrefutable, a trading option under term 
draft is a risky option, especially when the draft is drawn on the importer 
and the remitting / collecting banks are merely acting as agents without 
guarantee of payment. 


In certain cases, the importer may have access to the Customs warehouse 
or docks and examine the goods before accepting them. The exporter then 
runs the risk that the importer may intentionally reject the goods, even if 
they are in good order and condition, without paying or accepting the draft. 


There could be more than one reason behind such action. The importer may 
reject the goods if the market price of the goods has dropped or he may 
have cheaper alternatives to buy the same goods. In this scenario, unless 
the goods are shipped back or rerouted to other buyers, the cargo would 
incur warehousing charges and after a certain period could be auctioned 
off by Customs. Meanwhile, the importer, not surprisingly, appears as one 
of the bidders at the auction and obtains the abandoned goods at a fraction 
of the import cost. 


A remedy to counter such action is to send the draft and documents 
immediately to the remitting bank, so that the remitting bank may relay 
them to the collecting bank which then presents them to the importer 
for payment or acceptance before the goods actually arrive at the 
destination. The importer, however, has the right to reject goods that 
deviate from the contracted specifications and quality, in which case he 
can refuse the draft and instruct the collecting bank not to pay. 


2.1.2.g. Types of Documentary Collections 


In the past sixty years or so, documentary collections have emerged as 
perhaps the most economical and hence the most commonly used method 
that is considered beneficial to both parties. Generally, two types of 
documentary collections are in vogue, i.e. Clean and Documentary. Under 
each category, there are a number of sub-categories, which we are going 
to discuss in the next section. 


2.1.2.g.i. Clean Collection 


Clean collection is an international settlement method in which the client 
submits the financial bill as a collection voucher (bank draft, cheque, cashier's 
cheque) to the bank of place of export (remitting bank) calling upon the 
bank to collect payment through its agency bank (collecting bank). This 
collection method only depends on the financial bill without export-related 
business documentation, therefore, it is known as "clean collection". 


In other words, if the bill of exchange or draft is sent without any attached 
documents it is known as a "clean" collection. Unlike a documentary credit, 
there is no guarantee of payment when the bill is presented for payment. 
Thus the bill routed through the banking system remains at risk of 
non-payment. 
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As a measure of caution, remitting banks usually accept only those trade 
related clean instruments for collection that are payable by banks or reputable 
financial institutions, so, unless the exporter has a suitable facility with their 
bank for "immediate credit" against the bill, the bank will credit their account 
only "after final collection". However, since the time taken in the collection 
process is relatively long and the cost is high, this method is not viable, at 
least for small ticket transactions. Moreover, if the exporter has any doubt 
about the authenticity of the collection instrument, this must be definitely 
ascertained and, if required, ask the bank to check with the drawee bank 
to prevent any fraud. 


2.1.2.g.ii Documentary Collection 


In instances where documents of title to the goods in question are enclosed 
with the bill, it becomes a Documentary collection. In such cases, if the bill 
is not accepted or remains unpaid, the exporter must promptly give 
instructions concerning the action to be taken by the bank with regard to 
disposal of the collection. 


When handling documentary collections, the remitting bank generally does 
not audit the bill but only checks whether the bill type (the bill refers to 
the financial bill and / or commercial bill) and copies conform to the content 
listed on the collection schedule. 


Similar to clean collection, the final payment of documentary collection 
depends on the credit situation of the overseas customer, and the collecting 
and paying bank generally does not have any obligation to this effect. 
After receiving payment from the importer, the collecting bank remits 
the funds to the exporter's bank for credit to his account accordingly. 


2.1.2.h. Variants of Documentary Collections 


In view of their respective functions, documentary collections are further 
divided into the following categories: Delivery against Payment or Cash 
against Documents (CAD) and Delivery against Acceptance / Usance Bill. 


The salient features of each are discussed below: 


2.1.2.h.i. Documents against Payment (D/P) or Cash against Documents 
(CAD) 


An exporter sells the goods to an importer in a foreign country and asks 
his banker to collect the proceeds on his behalf from the buyers. In such 
a situation, the bank in the importer's country is acting as agent of the 
exporter for collection of payment from the importer. 


If the documents are to be released only after the importer has made the 
payment in respect of the collection in question, the collection is said to be 
on D/P basis (Documents against Payment). 


The exporter is required to give clear instructions to his bank (on the 
prescribed application form for collection of bills), along with the bill of 
exchange and relative documents for collecting the payment from the 
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importer through banking channels. The remitting bank records the 
information in its books and forwards the bill with the documents to the 
collecting bank (usually the importer's bank in the foreign country) with 
a schedule for collection with instructions as given by the exporter. 


This option reduces the risk of non-payment by the buyer as the documents 
are to be delivered against payment of the bill (D/P bill).Nevertheless; 
there are other areas of concerns for the exporter to address, such as 
transport risk, country risk, etc. 


In practice, buyers often delay payment and thus acceptance of the documents 
until the goods arrive. In order to avoid such delays, the collection instruction 
should state the exact period of time within which any action is to be taken 
by the drawee (URC- 522, Art. 5b). 


Moreover, in countries with strict exchange control mechanisms, the foreign 
exchange authorization procedure can be time consuming, so local or 
national legislation may prescribe that, contrary to Art. 18 of the URC-522, 
collection documents may be released against payment in the national 
currency. In such a situation, the exporter may be exposed to exchange risk. 


The table below gives seller and buyer perspectives with regard to 
documentary collections on D/P basis. 


Seller’s perspective Buyer’s perspective 
More secure form of trading. Less secure form of trading. 


Payment is secure since buyer makes payment Has to make payment before receipt of goods. 
before receipt of qoods. 


The buyer may refuse to pay after the goods have} Since he cannot check goods (for quality, quantity) before 


reached the destination. Goods will lie at foreign) making payment, he is not sure what he has paid for. He 
port and will be difficult to dispose of. Seller will] is dependent on seller for meeting the contract terms. 
have to look for a new buyer or sell at a discount. 

If the goods do not sell, he will have to bring them 

back, thus incurring more costs. 


Has better cashflow. Cash flow is drained. 


D/P transactions take place when the seller is the stronger of the two 
parties or when it is a seller's market. There is greater degree of risk for 
the buyer as he has to pay before getting delivery of goods. 


The diagram below shows the process flow for a D/P transaction where 
sight draft is drawn. 
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Diagram:2.1.2.h.i-a. Documentary Collection with Sight draft - process flow 
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2.1.2.h.i-a. Process flow explained 


Negotiations between the importer and the exporter. 

Importer places an order. 

Exporter dispatches the goods through transporters/ shippers. 

Exporter prepares shipping documents and hands over to his bank 

(remitting bank) with instructions to collect money from the importer 

through his bank. 

5. Exporter's bank (remitting bank) records in its books and sends documents 
to its agent's bank (collecting bank) at importer's end with instruction 
to collect the payment and remit to remitting bank for credit to 
exporter's account. 

6. Collecting bank sends advice of receipt of documents to the importer 
and asks for payment. 

7. Importer makes payment. 

8. Collecting bank delivers documents to the importer. 

9. Importer presents transport document to the transporters/ shippers. 

10. Buyer collects the goods. 

11. Collecting bank remits funds to the (remitting bank) seller's bank. 

12. Remitting bank credits seller's account. 


> WN = 


2.1.2.h.ii. Documents against Acceptance (D/A) 


In D/A terms the collecting (importer's) bank is permitted to release 
documents to the buyer against acceptance (signing) of a bill of exchange 
or signing of a time draft at the bank promising to pay at a later date 
(usually 30, 60 or 90 days). 


The completed draft is held by the collecting bank and presented to the 
buyer for payment at maturity, after which it sends the funds to the remitting 
bank for onward payment to the exporter. 


Such transactions require an element of trust between the exporter and 
importer and in such cases the importer's bank in the foreign country acts 
as an agent to the remitting bank in the home country with an obligation 
to remit proceeds to the exporter's bank as and when payment is made by 
the drawer and importer in a manner similar to documentary credits. 
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The exporter thus grants the importer a period of credit and in return receives 
a draft accepted by the drawee. This is all he can rely on until the draft 
matures, so the exporter has to bear the risk of non-payment.In such 
transactions, the importer, by taking possession of the merchandise before 
payment is made, has the advantage of re-selling the goods immediately, 
thereby raising the necessary funds to pay the draft on the due date. 


If the exporter requires greater security, he can request a guarantee or 
surety from a prime bank. However, he must ensure that such a guarantee 
is contractually covered and obtain advance confirmation from the 
guarantor bank. Given below is a comparison of how each side views a 
D/A transaction. 


Seller's view Buyer's view 
Less secure form of trading. More secure form of trading. 


Payment is secure since buyer accepts BOE. There | He can check the goods before making 

is a certainty as to when the payment will be made. | payment. 

Exposed to risk in case buyer goes bankrupt. In case buyer fails to make payment, seller 
can initiate legal proceedings against him. 

Export proceeds are realized only on due date, Gets a credit period for making payment. 

hence cash flow is drained. 


If buyer refuses to sign the BOE, goods will stay at | Gets a credit period for making payment. 
foreign port and it will be difficult to dispose of them 
as seller will have to search for a new buyer or sell 
at a discount. In case goods are not sold, he will 
have to bring them back, thus incurring more costs. 


Such transactions involve a Usance Draft. The documents of title for the 
goods are handed over to the importer only after he signs the draft (bill 
of exchange) as acceptance. 


Diagram 2.1.2.h.ii.1-a, below illustrates the process in a D/A collection 
transaction which begins after the buyer and seller have negotiated and 
agreed on the terms and conditions of sale: 


Collection on D/A basis- Process flow Diagram 2.1.2.h.ii.1-a 
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2.1.2.h.ii.1-a Collection on D/A basis - Process flow explained 


1) Importer places an order with the exporter. 


2) Exporter dispatches goods through agreed transport mode, i.e., 
Sea / Air, etc. 


3) Exporter sends Draft and relative documents to remitting bank, 
e.g. on 15th January. 


4) Remitting bank records the receipt of documents in its books and 
as instructed by the exporter sends documents to the collecting 
bank. 


5) Collecting bank records the details in its books and advises the 
buyer regarding receipt of the documents, e.g. on 20th January. 


6) Importer contacts the collecting bank; accepts the bill and takes 
the documents against acceptance of bill of exchange. 


7) Collecting bank sends advice of acceptance and maturity date to 
the remitting bank. 


8) Importer presents transport document to the shipping agent and 
collects the goods. 


9) Remitting bank makes note of maturity date against the original 
entry made in its register and forwards an advice to the seller. 


10) On maturity, e.g. 1st April, the importer makes payment to the 
collecting bank. 


11) Collecting bank remits funds to the remitting bank through banking 
system/arrangements. 


12) Remitting bank records payment in its register credits the seller's 
account and sends payment advice to the seller. 


In addition to the above, which are probably used in over ninety percent 
of documentary collection transactions, there are two more variations in 
the D/A category as mentioned below. 


2.1.2.h.iii Documentary collection with acceptance but release of 
documents against payment (Acceptance D/P) 


This type of collection is seldom used today in international trade transactions, 
in terms of which the exporter requires the drawee (importer) to accept a 
draft due on, e.g. 30 days after sight. The collecting bank is instructed to 
hand over the documents to the drawee only after payment has been made. 


An acceptance document against payment has features of both D/P and 
D/P types, in which the process is similar to what we have discussed above 
ina D/A collection transaction, except that, even after acceptance of the 
draft by the buyer, the shipping documents stays with the collecting bank 
until payment is made on the maturity date. 
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The mode of operation is as follows: 


(a) Collecting bank presents a bill of exchange to the buyer for 
acceptance. 


(b) The accepted bill of exchange remains at the collecting bank 
together with the documents up to maturity. 


(c) Buyer pays the bill of exchange at maturity. 


(d) Collecting bank releases the documents to the buyer who takes 
possession of the shipment. 


(e) The collecting bank remits funds to the collecting bank for onward 
credit to exporter's account. 


This option gives the importer time to pay for the shipment and also provides 
security to the exporter that title to the shipment will not be handed over 
until payment has been made. If the buyer refuses acceptance of the bill 
of exchange or does not honor payment at maturity, the seller has to make 
other arrangements to sell the goods. 


Since the documents are only released on payment, therefore if the goods 
are required urgently by the importer, he may have to consider making 
the payment ahead of the maturity date. 


2.1.2.h.iv. Documents against Letter of Undertaking 


In this case, the presenting bank releases documents to the importer against 
a letter of undertaking, the wording of which is determined by the remitting 
bank or the importer. By signing the letter of undertaking, the importer 
undertakes to pay the collection amount on a specific date. As with a 
documentary collection under acceptance, through documents against Letter 
of Undertaking, the exporter grants a period of credit to the importer, 
therefore for legal enforcement of such Letters of Undertaking, it is imperative 
to ensure that the underlying document is clearly and unambiguously 
drafted. It may be noted that a Letter of Undertaking is not covered by 
legislation governing drafts, and in the case of a dispute with the importer, 
the exporter may find him on weaker ground to defend his case. 


2.1.2.h.v Avalisation of Draft (Guaranteed Bill of Exchange) 


A bill of exchange drawn on the buyer, for which there is an underlying 
export transaction, with payment guaranteed by the buyer's bank, is 
known as an "Avalised" or "Guaranteed Bill of Exchange". 


It essentially means that, in the event of default by the buyer, the avalising 
bank will make payment. A guaranteed bill of exchange allows the seller 
to offer longer credit terms to the buyer with payments on an annual or 
semi-annual basis. The bills, once avalised, can be discounted in the 
international market. Avalised (Guaranteed) bills transfer the non-payment 
risk from the buyer to the avalising bank, thereby allowing the seller to 
obtain finer discounting rates if the avaliser is a reputable bank. 
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This financial tool is popular, particularly in fast growing economies and 
countries such as Kazakhstan, Turkey and Russia, where sellers look for 
better cash flows in order to expand their businesses. However, if the 
avalising bank is located in developing markets, some Western banks may 
counter-guarantee the payment, although this will significantly increase 
the financing costs. 


The bill of exchange guarantee is aimed at those who acquire bills of 
exchange in the secondary market, whereby the holder in due course bank 
is indemnified against payment failure on the part of the acceptor of a bill 
of exchange. The guarantee improves the exporting company's liquidity 
when the bank takes over the bills of exchange. 


A bill of exchange guarantee (aval) is the same as an obligation by the 
avalizing bank. The guarantee is indicated merely by a signature on the 
front of the bill of exchange, or by an explicit 'Aval' endorsement on the 
back of the bill of exchange, or on an additional sheet of paper. 


A note next to the signature states that the bill of exchange guarantee has 
been issued on behalf of the drawee and that the guarantor of the bill of 
exchange accepts joint and several liability with the drawee, which means 
that the bill quarantor can be prosecuted if the drawee does not fulfill the 
obligation of payment when the bill matures. As bill guarantor, the bank 
is obliged to make punctual payment of a bill to the designated party. In 
general, the bill of exchange must be payable in the guarantor bank. 


In view of potential adverse impacts on a country's foreign exchange 
reserves from trading in avalised bills of exchange, the State Bank of 
Pakistan does not permit banks in Pakistan to acquire avalised instruments 
that are denominated in foreign currency. 


2.1.2.h.vi Dishonor of Draft in Documentary Collection 
a. Definition and Explanation 


A bill of exchange is said to be dishonored when the drawee refuses to 
accept or make payment on the bill. A bill may be dishonored by non 
acceptance or non-payment. 


1. If the drawee refuses to accept the bill when it is presented 
before him for acceptance, it is called dishonor by non acceptance. 
When a bill is dishonored by non-acceptance, an immediate right 
of recourse against the drawer and endorser accrues to the holder. 
In this case, presentment for payment is not necessary. 


2. If the drawee has accepted the bill, but on the due date, he refuses 
to make payment of the bill, it is called dishonor by non-payment. 
In this case the holder has immediate right of recourse against 
each party to the bill. 


In trade, there are situations when the importer decides that, for one reason 
or another, he does not want the goods and refuses to pay for them. The 
exporter may elect to institute legal action to recover money due by a 
defaulting buyer by protesting the dishonored documentary collection. 
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b. Protest 


Protest is the official certificate given by a notary public recording the 
dishonor of a bill of exchange through non-acceptance or non-payment. 
When a bill is dishonored, the holder may hand it to a notary public to be 
protested. The notary presents the bill to the drawee or to the acceptor, 
and if acceptance or payment is still not obtained, a note of the facts is 
made upon the bill, or upon a slip attached to the bill, which constitutes 
"noting "of the bill. 


The noting must take place on the day the bill is dishonored. If not noted 
on the day of dishonor, this cannot be done afterwards to be of any value. 
It should be noted that protesting is ineffective if: 


¢ The importer has sound reasons for not paying, such as non-compliance 
with the contract on the part of the exporter, errors in documentation 
or alleged fraud. 


e The drawee cannot be found. 


¢ The drawee has no money. 


As a result, the exporter may face the problem of reselling the goods in 
the importing country or re-exporting / repatriating them. In the case of 
non-payment, the exporter may be constrained to write off the amount 
with approval from State Bank of Pakistan, giving full reasons for nonpayment 
and details of the action taken. 


Summary. 


1. Under a documentary collection the financialdocument (draft or bill of 
exchange) is sent via bank and transaction related document are sent 
separately. 


2. This arrangement offers better security to the exporter then 
open account. 


3. Under documentary collection exporter maintains control over the 
consignment until payment or acceptance of the bill is obtained. 


4. Governed by Uniform Rules for Collection (URC 522), documentary 
collection is a convenient and secured means for receiving payment 
from the buyer. 


5. It requires high degree of mutual trust between exporter and 
the importer. 


6. Along with Bill of Lading, draft (bill of exchange) is the most important 
document in a documentary collection. 


7. Duly accepted draft also a discountable document. 


8. Unless importer credit credentials are strong, trading option under term 
draft is considered risky. 


9. Documents against Payment (D/P), Cash against documents (CAD), 
Documents against Acceptance (D/A), Collection with acceptance but 
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10. 


TH: 


12. 


release of documents against payment (Acceptance D/P), Documents 
against Letter of Undertaking, Bill of exchange Guarantee are variants 
of documentary collections. 


When the drawee refuses to accept or make payment on the 
bill, it is a case of dishonoured bill of exchange. 


In such an event; exporter may take legal course to recover money 
from defaulting buyer by protesting the dishonoured documentary 
collection. 


Protest is the official certificate given by a notary public who records 
the dishonour of a bill. 


Discussion questions: 


1. Define a documentary collection? 

2. Enlist documents that are sent via bank in a documentary collection? 

3. Define 'Remitting bank' and ‘Collecting bank'? 

4. From seller's perspective; which factors are to be considered before 
concluding a documentary collection? 

5. Name the ICC publication that governs the documentary collections? 

6. Define responsibilities of remitting bank while handling documentary 
collections? 

7. Enumerate three benefits and risks in a documentary collection 
from buyer's and seller's perspective? 

8. What is significance of a draft (bill of exchange) in a documentary 
collection? 

9. Differentiate between documentary collection and open account 
transaction? 

10 Name various types of drafts used in documentary collections and 
their purpose? 

11. Differentiate between a term draft and Banker's acceptance? 

12. Enlist various types of documentary collections and their features? 

13. Can a buyer take delivery of documents against part-payment and 
substantiate your opinion? 

14. What action is by the bank if, at maturity; the buyer fails to honour his 
obligations against the accepted draft? 

15. Define 'Avalised' or ‘Guaranteed Bill of Exchange’? 

16. Explain the process of registering a 'protest' against dishonour of draft? 

Case Study 


Documentary Collection- Structuring the transaction. 


Quality Sports Gujranwala, a manufacturer/exporter has signed a sale 
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contract of surgical goods with a buyer domiciled in Saudi Arabia. The 
agreement calls for sixty days credit facility under D/A form of documentary 
collection. 


Other details of transaction are: 


Delivery terms: CIF Jeddah (INCOTERMS 2010). 
Value of goods: USD 25,000/- 
Payment terms: 60 days from the date of "on board" stamp. 


Principal place of business of the buyer and his bank is Jeddah city. 
Challenge: 
Explain the process in this deal, by defining the: 


a. Stakeholders involved and their roles; 
b. Risks involved; 
c. Time of financing; 


Questions: 


What documents should be used for payment? 

When the bill of exchange would be discounted? 

What type of bill of exchange should be issued? 

In terms of question -2,assuming that shipment date is April 1, please 
calculate the amount of money the exporter might get, if the : 


Se SS 


i. Documents arrive in Saudi Arabia five days after the loading and 
acceptance is given three days later,(Exchange rate is PKR:85.40= 1USD). 


ii. Documents arrive twenty days after shipment and acceptance is received 
five days thereafter,(Exchange rate is PKR:85.05 = 1USD). 


2.1.3. Documentary Credit Operations 
2.1.3. a. Introduction 


Documentary Credits are perhaps the most efficient and trusted method 
for facilitation of international trade transactions. A documentary letter 
of credit (DC) can also be seen as a conduit for achieving a commercially 
acceptable compromise between the interests of the importer and the 
exporter by matching the event of payment for the goods with the time 
of their delivery.The desired objective is achieved by making payment 
against the documentsrather than "against the goods". A DCis not only a 
method of obtaining payment but is also assurancefor the importer of 
receiving documents relating to goods through their bank, provided they 
ask for the relevant type of documents. Payment through the medium of 
a bill of exchange can be made still more secure by using a DC, although 
a bill of exchange is not always necessarily required under a letter of credit, 
but is frequently called for under its terms. This channel of international 
trade will be discussed in detail in the following sections. 
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2.1.3. b. Definition 


Different definitions are given in various booksand documents for a 
documentary letter of credit, a few appear below for ready reference: 


a) A letter issued by a bank to another bank (especially one in a different 
country) to serve as a guarantee for payments made to a specified 
person under specified conditions. (Oxford Dictionaries) 


b) Astandard, commercial letter of credit (LC) is a document issued mostly 
by a financial institution, used primarily in trade finance, which usually 
provides an irrevocable payment undertaking. (Wikipedia Encyclopedia) 


c) Aletter of credit is a bank's written commitment ensuring that payment 
will be made to a seller of goods according to conditions specified by 
the buyer. A letter of credit allows the seller to draw on the issuing 
bank for payment.(Encyclopedia of Business) 


However, the most appropriate definition is the one given in The Uniform 
Customs and Practice for Documentary Credits, 2007 Revision, ICC Publication 
no. 600, (UCP 600), Article 2, in which the terms Documentary Credit (Credits) 
and Standby Letters of Credit (SBLC) mean "Any arrangement, however 
named or described, that is irrevocable and thereby constitutes a definite 
undertaking of the issuing bank to honor a complying presentation". 


In this context, "honor" means: 


A. to pay at sight if the credit is available by sight payment. 


B. to incur a deferred payment undertaking and pay at maturity if the 
credit is available by deferred payment. 


C. to accept a bill of exchange ("draft") drawn by the beneficiary and pay 
at maturity if the credit is available by acceptance. 


In other words, it is implied that, through issuance of a documentary credit,the 
"Issuing Bank"',acting at the request and on the instructions of a customer 
(the applicant) or on its own behalf, undertakes to: 


(i) make a payment to or to the order of a third party ("the Beneficiary"), 
or is to accept and pay bills of exchange (Draft(s)) drawn by the Beneficiary, 


(ii) authorize another bank to effect such payment, or to accept and pay 
such bills of exchange (Draft(s)). 


(iii) authorize another bank to negotiate, against stipulated document(s), 
provided terms and conditions of the Credit are complied with. 


Apart from the mandatory basic structure of the LC instrument which is built 
around the provisions of UCP 600 and prevalent banking practices (domestic 
and international), other terms and conditions with regard to the transaction 
are based upon the underlying agreement between the principal parties 
to a trade transaction, in this case the importer (buyer) and exporter (seller). 


The agreement may be verbal or written in a formal or informal language; 
however, its manifestation is always in written form, e.g. sale contract or 
pro forma invoice,the terms of which are reflected in the LC instrument. 
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2.1.3. c. How Letter of Credit works 


In international trade there could be situations where the importer is of 
relatively weaker standing - there is no past track record to support his 
business, or country risk where the importer operates is high, or there is 
a greater degree of risk for the exporter to trade with such a customer.in 
such a situation,the LC provides a secured mode of payment for the exporter. 


Depending on a number of factors, banks may grant various fund-based 
and / or non-funded credit facility to the importing customer against a 
tangible security or even otherwise. Sometimes banks may segregate the 
usage of these facilities, i.e. LC facility, Letter of Guarantee,term finance, 
running finance, packing credit, etc. It helps the banks to monitor the use 
of each type of facility utilized by the customer. 


In the case of an irrevocable LC, the issuing bank cannot amend or cancel 
its terms on its own without the consent of the concerned parties, and, 
more importantly, the beneficiary. As a further security, the exporter can 
ask for the LC to be issued in his favor, confirmed by the bank through 
which the LC is transmitted to the exporter, or a third bank of his choice. 


Since documentary credits are structured to protect the interests of both 
buyer and seller, payment is made subject to the presentation of documents 
of title and other documentation as required in the LC. Letters of credit 
can be issued calling for payment immediately (Sight) or at a later date 
(Usance). LC drafts that are paid upon presentation are drawn at sight, 
whereas those to be paid at a later date, usually after the buyer has received 
the goods, are called time drafts or date drafts. 


The exporter usually expects the buyer to pay the charges for the LC, 
although buyers may not always agree to this added cost.In such cases, 
the exporter must either absorb the costs of the LC or risk losing the potential 
sale.Nevertheless, any decision in this regard is influenced by the exporter's 
business and marketing strategy and the buyer's standing in the importing 
country. Letters of credit for smaller amounts can be somewhat expensive 
since fees can be high relative to the transaction amount. 


The table below shows how the two sides in a documentary credit, i.e. 
exporter and importer, view the transaction. 


Seller's view Buyer’s view 


Very secure as an LC ensures Secure as payment is made against evidence of 
payment fromthe issuing bank. shipment and proper documentation. 


Seller need not worry about delay in | Administratively cumbersome as documents 
payment and financial problems of | may not give correct picture of goods shipped. 
the buyer as the payment is made by 

a bank. 


Cost effective High cost involved since buyer has to pay bank 
charges and may be required to deposit cash 
margin for opening LC. 


Payment risk if there is political LC process is time consuming and there is a 
crisis in buyer 's country, unless the | delay in taking possession of goods. 

LC is confirmed by another bank in 

another country. 
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2.1.3. d Advantages and Disadvantages of LC 
a) Advantages to beneficiary 


Assurance of Payment: The beneficiary is assured of payment as the issuing 
bank is bound to honor the documents drawn under the letter of credit. 


Ready Negotiability: If the exporterneeds money immediately,he can 
secure payment by having the documents drawn under the LC discounted 
(post shipment advance). 


Compliance with Regulations: LC is an assurance that all conditions 
related to the sale contract, including the exchange control regulations, 
if applicable, have been complied with. 


Pre-Shipment Facility: The exporter can secure an advance from his bank 
against an LC received for export of goods (pre-shipment advance). 


b) Disadvantages to beneficiary 


Discrepancies in documents: If the exporter is not familiar with the proper 
procedures for processing documents, it would result in discrepancies and 
the nominated bank is less likely to negotiate them, treating the documents 
on a collection basis; this means cash flow problems for the exporter. 


Difficult terms and conditions of LC: Terms and conditions relating to 
certain documents may not be easy to fulfill or the documents may be 
difficult to obtain. 


Different Language: Letters of credit may call for documents issued in the 
language of the importing country and may not be understood by the 
exporter. It will be costly to have the documents translated. 


Competitive Terms: Letters of credit payment terms are so restrictive that 
sellers may lose sales to competitors who quote less restrictive terms. 


Delay in documents: At times the documents of title to goods do not reach 
the importer in time because documents areto be processed by different 
banks located in more than one country. This happens in globally centralized 
International trade processing centers where banks receive export documents 
from the customer and send the same electronically to a location in another 
country for processing. 


Delay in goods: Sometimes goods are delayed in transit because of various 
reasons. If the exporter has committed by issuing a performance bond, etc., 
in favor of the importer to supply those goods on or before a predetermined 
date, the delay may cause damage, such as reputational damage orfinancial 
loss if a claim is made by the importer. 


c) Advantages to importer 


Credit facility from LC issuing bank: If the importer cannot avail of any credit 
facility from the exporter, the issuing bank may extenda credit facility to its 
customer (the importer)to finance the importation of goods under the LC. 
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Assured delivery of goods: Since the issuing bank honors the documents 
drawn under a letter of credit only when all terms and conditions of the 
credit have been complied with, the importer thus has the assurance not 
only of obtaining the goods, but also, if proper care is taken, receiving 
them on time, provided that the buyer and the seller have agreed in 
advance on a shipment schedule for the goods from named ports of 
shipment and destination. 


Assured quality of goods: Since the exporter is obliged to supply goods 
in accordance with LC terms, the importer can be confident about receiving 
the correct quality and quantity thereof. 


d) Disadvantages to applicant/importer 


Fraudulent Documentation: The beneficiary wants to sell goods against 
a letter of credit against certain terms and conditions regarding payment 
for the goods that are suitable to him. Although the LC binds the exporter 
to provide certain documents evidencing shipment of goods, if bent upon 
defrauding the other party, he may succeed byway of getting payment 
through supply of poor quality goods or falsifying the documents. 


Expensive: Issuing banks charge commission and fees for issuance of an 
LC and other related services it offers which are not applicable in the case 
of an open account system. By comparison, bank charges for processing a 
transaction under an open account system are much less than those under 
an LC. 


Credit Line issues: A certain amount/portion of the importer's/applicant's 
credit line with their bank gets tied up against outstanding LCs and 
sometimes the available cushion under the LC credit line will not cover 
any more pressing credit needs, which could well cause a bottleneck in 
the applicant's business operations. 


Cash flow: In some instances, the importer may have to tie up his cash as 
collateral security against the LC, which will cause a dent in the business 
cash flow. 


Delay in documents: At times the documents of title to goods do not reach 
the importer in time because documents are to be processed by different 
banks located in more than one country. This happens in globally centralized 
international trade processing centers where banks receive export documents 
from the customer and send the same electronically to a location in another 
country for processing. 


Delay in goods: Sometimes goods are delayed in transit because of various 
reasons and factors which are not necessarily the fault of the exporter. If 
the importer had already committed to another party to supply those 
goods on or before a pre-determined date, the delay may cause reputational 
damage and /or financial loss to his business. 
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2.1.3. e Various types of Documentary Credits 


In terms of UCP 600 Article 3, A credit is irrevocable even if there is no 
indication to that effect".Moreover, unless the confirmation is duly notified 
on the LC instrument or through subsequent amendment to it, an LC is 
regarded as "Irrevocable unconfirmed". In the normal course of business, 
the following types of documentary credits are issued by banks: 


a) Sight Credit: Sight credit implies that payment will be made by 
the issuing bank at sight, on demand or on presentation, up to the amount 
as defined in the LC. 


b) Usance credit: This is an undertaking by the issuing bank favoring the 
beneficiary to make payment at a specified date or after a certain 
period of time in the future.The credit indicates whether the usance draft 
is to be drawn on the issuing bank or, in the case of confirmed credit, on 
the confirming bank. 


c) Confirmed Credit: This is a normal sight or usance credit, but in this 
case,at the request of the applicant or beneficiary another bank adds 
its promise to pay upon due presentation. 


d) Transferable LC: Under a transferable credit a beneficiary(the first 
beneficiary) can ask the issuing/advising/confirming bank to transfer the 
credit in whole or in part to another party (ies)). A transferable credit is 
usually used when the beneficiary is not the manufacturer or original 
supplier of the goods /services. 


e) Deferred payment credit: A type of credit which provides for payment 
sometime in the future after presentation of the shipping documents by 
the exporter. Normally a deferred payment credit does not call for a draft. 


f) Red clause credit: This is a credit whereby a buyer extends an unsecured 
loan to a seller allowing the credit beneficiary to receive funds for any 
merchandise outlined in the credit. These letters are commonly used by 
beneficiaries who act as purchasing agents for buyers in another country. 


g) Green clause credit: This allows advance payment by the correspondent 
bank to the beneficiary in accordance with the terms defined in the credit. 
This is basically intended to finance the production or purchase and 
warehousing of the goods which are to be delivered under credit. 


h) Revolving credit: Revolving credit is a tool created to allow companies 
conducting regular business to "roll-over" a credit, thus enabling business 
flow to continue without interruption as long as the terms and conditions, 
quantities, and other transaction details do not change. 


i) Back-to-back credit: A credit is known as back-to-back credit when an 
LC is opened with security of another LC. A back-to-back credit can also be 
referred to as counter credit and is actually a method of financing both 
sides of a transaction in which a middleman buys goods from one customer 
and sells to another. 
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j) Standby credit: A standby credit is issued as a back-up or form of insurance 
for the seller should the buyer default on the agreed-upon payment terms. 


A standby credit is issued in the same way a documentary credit in that the 
collateral needed for issuance is required by the issuing bank and the 
beneficiary must comply with every detail as outlined in the letter of credit. 


These variants of credit will be discussed separately in a later section, 
under Documentary credits. 


2.1.3. f Parties involved in an LC transaction and their respective roles. 
Introduction 


In any cross-border trade transaction, whether under LC or collection, where 
the importer and exporter are the principalplayers, their efficient performanceis 
heavily dependent on various "back- stage"support,without which the 
transactions and operating processes could not be carried out effectively. 


2.1.3. f.i Parties and their roles in the transaction 


During the tenure of an average LC transaction, apart from the importer 
and the exporter, various intermediary parties interact with each other at 
one stage or another.Their respective roles, along with the two main trading 
parties, are discussed below: 


—_ 


. Applicant / Importer 

. Beneficiary / Exporter 
. Issuing/ opening bank 
. Advising bank 

. Confirming bank 

. Nominated bank 

. Reimbursing bank 


. Carrier 


oO ON DBD UO eR WN 


. Insurer 


(1) Importer/ applicant: Also referred to as account party, this is 
normally a buyer (or customer) of the goods, who has to make payment 
to the beneficiary. A documentary credit is initiated and issued at his 
request and on the basis of his instructions. 


As a buyer, his aim is to ensure procurement of the correct quality / 
quantity of merchandize and make payment only when the LC terms are 
complied with.The desired results can only be achieved if the following 
measures are taken. 


It is the applicant's responsibility to give instructions to the issuing bank 
that are clear, precise and free of excessive detail. Importing parties must 
ensure that the LC terms and conditions and the documents called for 
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should be in agreement with the sales contract on which theyare based. 
With regard to shipment quality, a prudent buyer will ensure that any 
examination of the goods prior to, or at the time of shipment, is duly 
evidenced by a document. The precise nature of document and its issuer 
must be stated in the credit. 


The credit should not call for documents which it may not be possible to 
provide, nor set out conditions that cannot be met. (This is particularly 
important with changes in traditional documentation resulting from 
trade facilitation developments and changes in transport technology.) 


(2) The Exporter/beneficiary: A credit is issued in the exporter's/beneficiary's 
favor, enabling him or his agent to obtain payment upon presentation of 
stipulated documents and compliance with the LC terms and conditions. 


Notwithstanding a considerable gap in terms of time between receipt of 
a credit and its utilization, the seller should not delay studying it and checking 
for any necessary changes, if required. 


The seller should be satisfied that the terms, conditions and documents 
called for are in agreement with the sales contract. (Banks are not concerned 
with such contracts. Their examination of the documents will take into 
consideration only the terms of the credit and any amendments to it.) 
In order to ensure that documents are prepared accurately and in a timely 
manner, the beneficiary must: 


(i) Present the required documents exactly as called for by the credit. 
The documents must be in accordance with the terms and conditions 
of the credit. 


(ii) Present documents to the bank as quickly as possible after 
the shipment and in any case within the validity period of the 
credit as specified in the credit orapplicable under Article No.14 
(c) U.C.P. 600. 


(iii) Remember that non-compliance with the terms stipulated in the 
credit or irregularities in the documents may lead to refusal by the 
bank to entertain LC documents. 


(3) Issuing Bank: The bank issues letters of credit on behalf and at the 
request of the applicant, the buyer/importer of the goods. LC issuance is 
a legal obligation between the seller/ beneficiary and the issuing bank in 
which the issuing bank undertakes to pay or accept the bill of exchange 
and make payment, on presentation of the documents, according to the 
terms and conditions stated in the LC. The LC issuing bank is not expected 
to guess what is wanted by the buyer nor can it check complicated, and 
often technical, specifications, etc., so it must make sure that the applicant 
gives details of all necessary terms and conditions for incorporating in the 
LC instrument. 


The issuing bank, under instructions from the applicant, must incorporate all 
terms and conditions for compliance in respect of documents of title to goods 
and other documents and bill(s) of exchange, if required under the LC. 
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The LC is issued bearing reference to the agreement between the applicant 
and the beneficiary and is communicated as directed by the applicant. 
The LC issuing bank facilitates only the payment for merchandize anddoes 
not "police" the commercial transaction. 


Documents of title to goods remain in the issuing bank's name until the 
transaction is complete and delivery to the importer cannot take place 
unless the importer (applicant) accepts the bill of exchange or makes 
payment there-against. 


If the documents do not satisfy the requirements of the LC, the issuing bank 
is not liable to act in any way, i.e. to pay or accept the bill. 


(4) Advising Bank: The advising bank is an agent bank of the issuing bank 
in the country of the exporter, which, upon receipt of the instrument from 
the advising bank, forwards it to the beneficiary in accordance with the 
instructions of the issuing bank. 


Being an agent of the issuing bank, it is the advising bank's responsibility 
to ensure that the LC was duly received by SWIFT or mail from the issuing 
bank before this is advised to the beneficiary. 


Authentication of the LC is the responsibility of the advising bank, through 
verification of authorized signatures on the LC received in the mail. This is 
not required in SWIFT messaging for LCs and amendments thereto, as these 
messages are authenticated by the system. 


If the advising bank forwards the LC to the beneficiary without any 
undertaking on its part, the bank must state so clearly when advising of 
the LC to the beneficiary, that it (the advising bank) is under no obligations 
to make payment or incur any liability to make deferred payment, etc. 


(5) Confirming bank: The confirming bank has an important role especially 
in caseswhere the exporter is not satisfied with the undertaking of only the 
issuing bank. The confirming bank,in addition to the issuing bank,takes over 
the responsibility to make payment/acceptance of bills of exchange and 
payment on maturity or negotiate under the letter of credit. 


If the issuing bank requests the advising bank to add its confirmation to 
the LC and the advising bank does not wish to do so, it must advise the 
issuing bank immediately of its decision. 


(6) Nominated Bank: "A nominated bank means the bank with which the 
credit is available or any bank in the case of a credit available with any 
bank''.(UCP 600, Article 2). 


By nominating a bank to accept a draft or incur a deferred payment 
undertaking, an issuing bank authorizes that bank to prepay or purchase 
a draft accepted or a deferred payment undertaking incurred by the 
nominated bank. 
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Unless a nominated bank is the confirming bank, any authorization by the 
issuing bank to honor or negotiate does not impose any obligation on the 
nominated bank to honor or negotiate, except when expressly agreed to 
by the nominated bank and accordingly communicated to the beneficiary. 


A nominated bank may honor a complying presentation, thus assuming 
the role of a negotiating bank, in which case it would claim reimbursement 
under the credit and make payment to the beneficiary. 


The receipt, examination and forwarding of documents by a nominated 
bank which is not a confirming bank does not make that nominated bank 
liable to honor or negotiate, nor does it constitute an act of honor or 
negotiation. 


(7) Reimbursing Bank: This is a bank authorized by the issuing bank to 
honorLC reimbursement claims in settlement of negotiation/ acceptance/ 
payment lodged with it by the negotiating bank. It is normally the bank 
with which the issuing bank has an account from which payment has to be 
made. 


The reimbursing bank ensures that the claim of the negotiating bank is 
honored in accordance with the authorization given by the issuing 
bankthrough SWIFT message MT- 740. 


In cases where the claim is received after expiry of authorization from the 
issuing bank, contact must be made to find out the status of reimbursement 
authorization before formally rejecting negotiation of the bank's claim. 


(8) Carrier: This is a company which, under contract of transportation, 
undertakes to perform, or to arrange on its own responsibility, the task 
oftransportation by rail, road, sea, air, inland waterway or by a combination 
of such modes. 


The carrier takes possession of the cargo from a pre-agreed point and 
delivers it safely at a place of destination agreed by the buyer and the 
seller. 


The cargo carrier could be a shipping company, an airline or any other 
transporter, i.e. railways or truck, etc. 


The cargo carrier issues a transport document indicating receipt of goods 
and the terms of carriage of the goods. 


(9) Insurer: This is usually a broker of the insurance company with prime 
responsibility for arranging cargo insurance at a price (premium) from an 
insurance company as required under the terms and conditions of the LC. 


The insurer indemnifies the holder of the insurance document, i.e. insurance 
policy or insurance certificate, against any loss or damage to the cargo. 


An insurance company also performs this function without the involvement 
of any insurer by interacting directly with the exporter or importer, as the 
case may be. 
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As stated earlier, continual and qualitative coordination amongst a number 
of agencies and entities is the essence of successful cross-border trade. 


2.1.3. f.ii Documents required for LC issuance 


In order to consider a request for an LC, evaluation is necessary of the 
applicant's creditworthiness, financial strength and type of business. Based 
on the applicant's business relationship with the bank and other elements 
of the transaction,a competent authority willapprove the LC 
limit.Additional factors to consider arethe nature of goods being imported, 
country of origin, etc.,and existing trade policy. 


The applicant is required to submit an application on the bank's prescribed 
form, bearing government duty stamp for the appropriate value. This 
application under authorized signatures usually contains the following 
details: 


* Applicant's name and physical address. 

* Beneficiary's name and complete physical address. 

* Advising bank's name, if required by the beneficiary. 
* Amount and currency. 


* Available with (bank's name), by payment, acceptance, negotiation, 
etc. 


* Presentation period. 
* Date and place of expiry. 
* Latest shipment date. 


* Description of merchandise / services to be procured bearing a reference 
to the sales contract signed between importer and exporter. 


* Mode of shipment, i.e. by sea, air, and point of loading and destination. 
* Payment terms, i.e. Cost and Freight (CFR) or Free on Board (FOB), etc. 
* Whether partial and /or transshipment is allowed or not. 

* Documents required. 

* Other conditions of LC. 

* Confirmation instructions. 

* Instruction regarding the charges. 


It must be noted that Chapter XIII of the Foreign Exchange Manual of SBP 
specifies that an LC can only be issued against 'Firm Contract', so a bank is 
required to obtain the following documents from the applicant: 


a) Performa invoice from the supplier, purchase order accepted by the 
supplier or an indent issued by an indenter operating in Pakistan. 


b) Insurance cover note in the bank's name for the account of the importer, 
along with premium paid receipt covering 110% of the shipment value. 


c) Form |, duly signed by the importer, to be used by the bank for reporting 
to State Bank of Pakistan, as and when the payment under the LC is made. 


As regards payment against the LC,required documents at the supplier's 
end are stated in the LC instrument and upon presentation the nominated 
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bank reimburses itself accordingly.At the issuing bank, even if it is a 
compliant presentation, the following documents are required from the 
importer to settle the entry outstanding in the books of the bank: 


a) A duly signed letter stating that the underlying documents are acceptable 
to them and full settlement of the same should be made by debiting their 
account with the bank. 


b) If the importer does not want to collect the documents personally, 
he must give a duly signed Letter of Authority in favor of the bank requesting 
delivery of documents to the person named in the letter. 


2.1.3. f.iii Check list for LC issuance 


After receipt of the required documents, the bank carries out a check tosee 
that the same are in order and free from anomalies. 


In the LC application form, it should be ensured that: 


a. Application form bears special adhesive stamps of appropriate value. 
b. Applicant's signatures match with specimen available on bank's record. 


c. The form is duly filled in, signed and stamped by the customer on both 
sides. 


d. No column is left blank. 


e. Name and address of the beneficiary on the application is full and 
complete. 


f. There is no unauthenticated cutting or alteration. 


g. The exact amount has been mentioned in the amount column against 
the currency for which the LC is to be issued. (If the words ‘about' or 
‘approximate’ are mentioned with the specified amount, it means variation 
of upto 10% in the specified amount.) 


h. Payment terms have been specified as CFR or FOB as imports into Pakistan 
are allowed only on "Cost and Freight", or "Free on Board" basis. 
i. Whether the draft is to be drawn at sight or at usance is clearly marked. 


j. Required documents, e.g. commercial invoice, bill of lading, insurance 
policy, certificate of origin, packing list, etc. are listed in the LC application. 


k. Other documents, if required, have been mentioned specifically. 


|. Additional conditions, if any, not covered in the LC application form and 
mentioned in the space provided in the application or on a separate sheet 
duly signed by the customer have also been examined. 


m. Further details or clarification regarding any term have been obtained 
from the customer. 


n. There is no ambiguous clause in LC application stating that "the goods 
should be according to the contract or Performa invoice or indent" (whichever 
presented with L/C application). 
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Note: In cases where the customer needs such certification, it may be 
advised that he can seek a certificate from the exporter that the goods are 
in conformity with the contract or Performa invoice, purchase order or 
indent, whichever is presented. This certificate may either be incorporated 
in the invoice or issued separately. 


2.1.3. f.iv Regulatory clauses for import and exports 


As an expression of solidarity with its Muslim brethren of Palestine and the 
Arab world, Pakistan has not recognized the state of Israel and as such 
does not allow any kind of trade relationship with that country.Accordingly, 
in State Bank of Pakistan, vide Chapters XII and XIII of Foreign Exchange 
Manual there is an explicit prohibitionof any importor export of goods 
involving Israel. 


Accordingly, LCs issued by banks in Pakistan invariably contains a clause 
to that effect, which is reproduced below: 


"Shipment / Transshipment on Israeli flag vessels / airlines not allowed" 
This clause sometimes incites anger in those with a vested interest, such 
clauses being branded as 'negative clauses’, resulting in what they view 
as discriminatory action that preventsthe free flow of international trade. 


As a result, in such cases, banks in Pakistan opt to amend the clause, giving 
it a more positive interpretation, which, without removing the spirit of the 
clause, satisfies the objection of the beneficiary. A sample amended clause 
is quoted below: 


"Shipment / transshipment be made only on vessels / airlines that are 
permitted to touch Pakistani Ports / Airports." 


Although there is no provision for incorporating similar clauses for exports, 
section 3, Chapter XII of the Foreign Exchange Manual is very clear on the 
subject by stating: 


"Exchange policies regarding exports cover all goods exported from Pakistan 
irrespective of whether they are subject to license under the Export Trade 
Control Regulations or not. Similarly, nothing in the Exchange policies relieves 
the exporters from the necessity of complying with the Export Trade Control 
Regulations as laid down by the Government from time to time, including 
the necessity of obtaining an export license wherever necessary. The 
Government of Pakistan has under the Export Trade Control Regulations 
banned exports to Israel." 


2.1.3. f.v Pre-conditions for issuance of LC 
An LC is issued only if: 
a. The LC amount is within the approved limits. 


b. In the case of Red clause, Green clause,Revolving and Transferrable LC, 
necessary approval has been obtained from State Bank of Pakistan and held 
on file. 
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c. Consignment to be imported is allowed by the existing trade policy of 
the government and is in line with the applicant's normal trading activities. 


d. Applicant (customer) has sufficient funds /arrangement with the bank to 
cover the required margin and other bank charges. 


e. Terms and conditions of the LC comply with the rules and regulations 
under local exchange control and import regulations; if not, thenecessary 
approval of the State Bank of Pakistan is to be obtained prior to issuance 
of the credit. 


f. In respect of usance L/Cs, the maximum usance period is restricted to six 
months or the maximum, if any allowed by State Bank of Pakistan, whichever 
is earlier. 


2.1.3. F.vi Other regulations regarding imports into Pakistan 


As soon as the goods are ready for shipment, the exporter is required to 
buy insurance. Total amount to be insured is Invoice Value + 10% of the 
Invoice value. 


In terms of the State Bank of Pakistan Foreign Exchange Manual, unless 
special approval is held on record, all imports into Pakistan are conducted 
on CFR basis whereby insurance is covered by the importer (applicant) 
and the premium cost is borne by him. The applicant, along with the LC 
application, also has to providean insurance cover note issued by an 
Insurance Company approved by the Head Office of the respective bank. 
Insurance policy to be issued in the joint name of the bank and the 
applicant with cover note showing the bank as beneficiary as well as the 
currency in which the LC is to be opened to avoid exchange risks and 
must cover at least ten percent above the CFR value of goods. 


Risks to be covered must be clearly stated and expressions such as "all 
usual risks" must not be accepted. Appropriate risk should be covered for 
the item being imported plus the risks of "War" and "SRCC" or any special 
risks arising from the nature of the merchandise should be specified, such 
as "breakage of glass", "damage to refrigerators". Where shipment on deck 
is allowed, the insurance cover note/policy must cover such shipment. 


Moreover, in terms of Chapter XIII, of SBP Foreign Exchange Manual, where 
LC amount is Rs.1,500,000/- or over, banks are required to obtain a 
confidential report on the exporter from their branches or correspondents 
abroad, or at their discretion be satisfied as to the standing of the shipper 
by consulting standard books of reference issued by international credit 
agencies. 


Minor errors in observance of the points listed above, maybe attributed to 
operational inefficiencies whichcan be correctedby amendment to the 
LC.While this is an extra cost for the applicant, it can also bed etrimental 
to the bank's reputation. Any major omission, deviation or lapse may 
result in infringement of local exchange regulations, banking practices 
or provisions of UCP 600. 
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All these factors may possibly result in problems with Customs authorities 
in clearance of the consignment and refusal by the issuing bank to meet 
its obligationsunder the LC. In such situations, the matter can be referred 
to the State Bank of Pakistan for their decision which may have cost 
implications in terms of time and money,as well as objections being raised 
about the goods. 


2.1.3. F.vii Checklist for advising LC to beneficiary 


Upon receipt of the LC at the counters of the foreign bank, before advising 
the beneficiary, scrutiny is carried out to as certain its authenticity, 
compliance with local exchange regulations, if any, as well as with the 
provisions of The Uniform Customs and Practice for Documentary Credits 
(currently UCP600), unless stated otherwise in the LC. 


During the process,the following points/clauses should be studied carefully: 


a. Name of opening Bank: to ensure there are no issues in handling 
the business from the said bank in terms of the correspondent bank 
relationship. 


b. Date of Issue / Expiry Date / Date of shipment: to check that dates are 
valid. 


c. LC Number: to ensure that it is properly written in the proper 
format of the issuing bank. 


d. Currency and Amount: to check there are no inaccuracies in the figures, 
words and currency. 


e. Commodity: to ensure that the commodity is not a banned product and 
its export to the importing country is not prohibited. 


f. Tenor and Availability: to check if the LC is restricted / freely negotiable). 
g. Transfer Instructions: in the case of a transferrable LC. 


h. Confirmation Clause: if confirmation is required which party is to bear 
confirmation charges? 


i. Reimbursement Clause: to see if it has been stated correctly without any 
ambiguity. 


j. Authenticity of Credit: to ensure that SWIFT message is original; contains 
Bank Identification Code (BIC) of the issuing bank as well as Message 
Authentication Code (MAC) at the bottom of the message. 


Buyer 


Sh * tit 


issuing bank AGvising bank 
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2.1.3. g Negotiation /Payment of LC Documents 
2.1.3. f.i Definition 


There are several meanings of the expression "negotiation". In general, the 
term is applied to arranging a contract or discussing the terms and conditions 
of a contract.However, the legal connotation of the term"negotiation" refers 
particularly in connection with cheques and bills of exchange when transferred 
fromone person to another. 


In terms of UCP Article 2, negotiation means the purchase by the nominated 
bank of drafts (drawn ona bank other than the nominated bank) and/or 
documents under a complying presentation, by advancing or agreeing to 
advance funds to the beneficiary on or before the banking day on 
whichreimbursement is due to the nominated bank. 


Negotiation is a means of financing an outward collection or funding the 
payee of a cheque, draft or the beneficiary of documents under a credit 
payable abroad.When a bank negotiates an outward collection it is buying 
its customer's bills and/or documents drawnon an overseas buyer. It is 
a convenient method of providing the exporter with working capital. 


Following methods are used by banks in Pakistan for discounting / negotiation: 
Discounting on Customer's risk 


In buying bill and/or documents, the bank is looking to the overseas buyer 
as a source of repayment. However, in the event of non-payment or delayed 
payment, the negotiating bank exercises the right of recourse to its customer, 
i.e. the drawer so that if payment does not arrive within a reasonable 
time, the negotiating bank can debit its customer's account with the 
amount advanced plus interest. The cost of negotiation is similar to loan 
interest when provided by a bank. 


Negotiation on Bank Risk without recourse to customer. 


When a bank negotiates, it pays its customer/the beneficiary straightaway 
and sends the draft and/or documents to the issuing bank. Thus the 
negotiating bank may become a holder in due course of the bill of exchange 
and as such is given a right of action against the drawer in the event of 
default by the drawee. Should instruction be given for the bill not to be 
protested, this right is lost; as a result, if a bill is unpaid, negotiating banks 
rely for reimbursement on the specific right of recourse signed by their 
customer. The currency of the billor documents makes no difference. 
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2.1.3. f.ii Scrutiny of Documents received for negotiation / payment 


While the LC issuing bank acts as a middleman to facilitate completion of 
sale and purchase of the goods, there is a separate contract between the 
applicant and the issuing bank that he (the applicant) will honor his 
commitment provided the exporter fulfills the requirements mentioned in 
the credit; therefore the seller has a responsibility for correct documentation. 


There are three main parties involved in a letter of credit: the applicant, the 
issuing bank and the beneficiary.To facilitate the process, there is another 
party, known as advising /confirming / negotiating bank. 


In documentary credit operations,banks deal in documents not goods; 
therefore, in order to receive value for his shipment without delay it is 
important for the exporter to present complaint documents to his bank for 
negotiation within the validity period specified in the credit, as the issuing 
bank has no obligation to honor its commitment against deficient documents. 


When the documents are received, the advising/confirming/negotiating 
bank is required to ensure that the same are in order and compliant with 
the terms and conditions of the credit.If otherwise, then the procedure 
mentioned under "Role of negotiating/confirming bank ", should be followed. 


2.1.3. f.iii Checklist for negotiation 


Given below is a checklist of what should beexaminedin the following 
documents presented by the exporter. 


a) General 


* Ascertain whether the credit is irrevocable, confirmed, revolving, etc. 


* Signatureson the creditare duly verified (not applicable in SWIFT 
message protocol). 


* Documents are submitted within the validity period of the credit. 
* All documents as required under the credit have been received. 


* Documents submitted are original including the LC and amendments, 
if any, unless it is a transferable letter of credit, in which case, documents 
would be accepted from a second beneficiary in accordance with the 
transferred letter of credit. 


* If the documents evidence partial shipment, they should not be 
accepted unless it is permitted by the LC. 


b) Draft 


* It is drawn in accordance with the terms of the credit. 

* It is correctly dated. 

* It is signed by the drawer/beneficiary specified in the credit. 
* It is drawn on the issuing bank. 
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* Currency of drawing is the same as mentioned in the credit. 
* The amount in words and figures agree. 


*  Draft's value is exactly the same as on the invoices, unless permitted 
otherwise by the LC. 


* It is drawn at Sight or Usance, as required, and in accordance with LC 
terms. 


* Does it specify the usance period as mentioned in the credit, e.g. 'from 
or after'Sight, or 'from or after' the "On Board" bill of lading date. 


* LC reference number and date appear on the draft. 


* Alteration to the instrument, if any, is duly signed by the authorized 
signatory. 


* There is no mention of any irrelevant clause(s). 


c) Commercial invoice 


* It isissued by LC beneficiary (except in the case of a transferable credit) 
and addressed to the buyer, unless the LC stipulates otherwise, in which 
case it is to be addressed to the party stipulated. 


* Value of negotiation must not be in excess of that available under 
the credit. 


* Description of the goods on the commercial invoice corresponds with 
the credit. 


* It shows import license number, pro-forma invoice or other numbers 
(if required by LC). 


* It does not evidence shipment of additional goods such as advertising 
samples, which are not required by the credit. 


* Price basis does not differ from pro-forma invoice, indent, purchase 
order, etc., that may be relevant to the credit or terms stated therein. 


* Calculations agree with those in other documents and there are no 
computing errors. 


* No extra charges or commission are shown which are not permitted 
under the credit. 


* Invoice must show the beneficiary's name as per credit terms. 


* The invoices must be certified, signed, legalized, if required under the 
credit. 


* Shipping marks, weight, numbers of packages /cases are consistent 
with those shown on other documents. 


* Packing details agree with other documents and as required by the 
credit. 
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Required number of invoice copies plus original is submitted. 


If credit requires a combined certificate of value and origin, the certificate 
of origin section must be complete and duly signed. 


If credit requires that transport documents evidence the amount of 
freight paid, or that in some form the insurance premium is specified, 
the invoices must show such amounts exactly. 


Quantity of goods shown is consistent with any part shipment clause 
in the credit. 


d) Insurance document 


It evidences coverage of risks exactly as stipulated in the credit. 


It is issued / signed by an insurance company or underwriter or an 
agent on behalf of an insurance company or underwriter. 


It is not a broker's certificate or cover note, unless specifically authorized 
in the credit. 


It is not dated later than the date of shipment,dispatch or taking in 
charge. If it is, it must include "warehouse to warehouse" clause or 
"lost or not lost" clause. 


It is issued in the currency of credit, unless stipulated otherwise. 


It is issued in a transferable form or endorsed to the order of a specified 
party, if so required by the credit. 


There must not be any unauthenticated alterations. 


It shows marks, numbers, weights, quantities and a description of goods 
in accordance with the bill of lading and other documents. 


It must indicate the method of carriage of goods, port of loading, 
dispatch, or taking in charge, name of the carrying vessel and port of 
discharge or place of delivery, etc. 


If required under the LC terms, it must state a named place where 
claims are payable (usually at the place of the issuing bank). 


In cases where the transport document shows trans-shipment of goods, 
the insurance document must also cover the trans-shipment risk. 


If the goods are being shipped in containers or if credit terms permit 
shipment on deck, the insurance document must also cover risks in 
respect of "Loaded on Deck" shipments. 


Insurance document must be presented in original. 


e) Bill of lading 


Full set in original is issued and signed by a named carrier or on behalf 
of the named carrier by his agent. 
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It duly indicates that the goods have been "loaded" or "shipped on 
board" a named vessel. 


It has not been issued by a freight forwarder, unless it indicates that 
the freight forwarder is acting as the actual carrier or as an agent for 
a named carrier. 


The documents presented comprise a full set of originals and, if required, 
a set number of non-negotiable copies. 


If the LC terms require that the goods be consigned to the "order" of 
a nominated party, they must not be otherwise consigned or endorsed 
by the seller. 


The date shown as being the "On-Board" date when goods were placed 
on the vessel must not be later than the latest date of shipment 
per LC terms. 


If a "Received for Shipment" bill of lading is presented, it is acceptable 
if it bears an "On-Board" notation and date, duly initialed by the carrier 
or his agent, provided it is required by the LC. 


Dispatch date is not after the latest shipment date as mentioned in the 
credit. 


It must not indicate any detrimental clauses as to defective conditions 
of goods and/or packing. 


Shipping marks or numbers agree with those shown on other documents. 
Alterations, if any, have been authenticated by the carrier or his agent. 


It must not show that any other goods have been shipped in addition 
to those required. 


It must not show that the vessel's name and /or the port of loading 
and/or port of discharge are "intended" otherwise, an on board notation 
indicating the date of shipment and the name of the actual vessel is 
required. 


It does not show that the goods have been loaded "On Deck" unless 
specifically authorized. 


It must not omit any required parties to be notified. 


It is marked "Freight Paid" if the shipping terms are CFR or CIF and 
‘Freight to Collect' in case of FOB shipment. 


If required by the LC, it must show the amount of freight charges. 


It must not bear a clause covering part container loaded stating that 
the goods will be released only when all original copies of the bill of 
lading are presented by the holders. 


If it is a charter party/short form bill of lading, it must be allowed per 
LC terms. 


The vessel is not on the banned list. 
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f) 


g) 


Air transport document / Airway bill 


Air waybill has been issued and signed by a named carrier or signed 
on behalf of a named carrier by his agent, unless credit specifies 
otherwise. 


In case of "House air waybill" it must be signed for and on behalf of 
a named carrier. 


The correct copy, signed by the carrier or on behalf of a named carrier 
or by his agent, has been submitted. 


"Freight Collected" and "Freight Prepaid" columns duly completed. 
Goods are consigned as required under the credit. 

Required notify parties are shown. 

Dispatch of goods is from and to the specified places. 


Dispatch date is not after the latest shipment date as stipulated in the 
credit. 


Trans-shipment must be made only if allowed under the LC. 


Parcel post/courier receipts must show dispatch of goods from a post 
office /courier in the nominated place. 


The date stamp must indicate that dispatch was made within the 
specified period. 


The consignee as per credit terms must be shown on the receipt. 


Other transport documents 


Transport document must show, prima facie, that it has been issued 
by a named carrier and signed by the carrier or on his behalf by his 
agent. 


If it is issued in more than one original, then a full set must be presented. 
If required by LC terms, non-negotiable copies must be provided. 


Transport document states that the goods have been dispatched, 
shipped on board, or taken in charge as required by the LC. 


If shipment is by sea, it must not be subject to a charter party. 
There are no detrimental clauses indicating defective goods or packing. 


Marks and numbers and description of goods must not differ from the 
other documents presented. 


Alterations, if any, in transport documents have been authenticated by 
the carrier or by the agent of the named carrier. 


It does not show shipment of goods in addition to those required by 
the credit. 
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* It evidences notify party(ies) as required by the credit. 


* It must not show "loaded on deck" if shipment is by sea, unless specified 
in the credit. 


¢ It must be marked "Freight Paid" if shipment dispatch terms are CFR, 
CIF, DCP or CIP and ‘Freight to Collect’ in case of FOB shipment. 


¢ If required by the credit, the document must also show the freight 
charges. 


¢ Wherever required, in the case of a combined transport document, the 
cross-border certificate should be attached. 


h) Certificate of origin 


* Details on the certificate conform to other documents presented. 

* It must indicate the consignee, the applicant for the LC. 

* It is issued by a Chamber of Commerce or other specified organization. 
« Any alterations have been duly authenticated. 


* Marks, number, weight, etc., agree with those shown on other 
documents. 


¢  Itis duly legalized, if required. 
i) Packing list 
¢ It shows the contents of each individual package. 


¢ It shows the marks, case numbers, weights, etc. and these must not 
differ from other documents. 


j) Weight list/note 


¢ It shows both net and gross weights. 


¢ It quotes a weight, which does not differ from that stated on other 
documents. 


- It carries details that are in accordance with other documents. 
* It must state individual weights of the package. 

¢ It must show weights, which add up to the stated total. 

¢ It can be specifically identified with the other documents. 


k) Inspection Certificate 


¢ It has been issued by the agency / authority as prescribed in the credit. 


«It states the criterion followed for the inspection, e.g. visual, quantity, 
dimension sample, etc. 
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¢ It bears details of the results of inspection. 
¢ It shows date and place of inspection. 


¢ It bears a reference to the credit and details of consignment inspected. 
* [tis not dated after the shipment of the cargo. 


* It certifies in an unambiguous manner that the goods meet the required 
specifications. 


¢ It states the condition and quantity of goods at the time of inspection. 


As evident from the title, Certificate of Inspection is a document prepared 
on request by the seller for and on behalf of the buyer, whereby he wants 
a consignment to be checked by a third party at the port of shipment 
before the goods are sealed for final transportation. 


It is an effective tool to ensure compliance, authenticity and legitimacy, 
stop fraud and prevent shipment of counterfeit and sub-standard products 
by the exporter. The condition of producing an Inspection Certificate is 
not applicable to imports into Pakistan; however for exports, depending 
on the buyer's choice, the exercise is carried out by his appointed agents 
in the country. 


I) Other documents 


In addition to the documents mentioned above, which are by far the most 
common,a few othersare necessary in certain circumstances. Certain countries, 
particularly those in the Middle East, require certified invoices or certificates 
in respect of livestock,edible goods, etc., confirming that the goods meet 
the health standards of the importing country. Such documents include 
Health, Fumigation, Sanitary, Veterinary Certificates, etc. 


Just like other types of certification, details of these documents must be 
mentioned in the credit, and the name of the organization that issued the 
documents and the accompanying information should match with the 
requirements. 


* Documents can be specifically identified with the other documents 
under the credit. 


* Documents describe the goods generally in accordance with a credit 
description. 


Intelfisync | 3 


A Error encountered. Error code - Ox80040fb3. 
r Check documentation. 


Lo | 
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2.1.3. f.iv. Common Irregularities in Documents and compliance 


It is essential that documents called for in a documentary credit comply 
correctly and are in accordance with the terms of the credit. However, 
mistakes do occur at the exporter's end, which causes extra work for the 
exporter and the bank(s) alike and may possibly lead to a delay in payment 
from the issuing bank. 


When a discrepancy is detected by the negotiating bank, a correction to 
the document may be allowed if it can be done quickly while remaining 
in the control of the bank; otherwise if time is not a factor, the exporter 
should ask the negotiating bank to return the documents for correction. 
If there is a time constraint, the exporter may request the negotiating 
bank to either forward documents to the issuing bank on an approval 
(indemnity) basis or notify the issuing bank by wire, outlining the 
discrepancies, and requesting authority to pay (UCP 600 article 16). 
Wire communication with the issuing bank can be helpful in getting 
acceptance of minor discrepancies in the documents; e.g. inconsistency 
in weight of cotton bales (owing to humidity factor), in packing list instead 
of 16 pcs it says 16 packets; or mention of Karachi, instead of Karachi, 
Pakistan as port of discharge, etc.Nonetheless it must be kept in mind 
that payment to the beneficiary cannot be made until all parties have 
agreed to jointly waive the discrepancy. 


While some anomalies in the documents prepared by the beneficiary can 
be corrected internally, e.g. incomplete reference, unauthenticated 
overwriting, etc., conversely, if these documents have since been processed 
and stamped by a third party, e.g. Customs, freight company, etc., the 
beneficiary cannot make unilateral corrections to them. Moreover, correction 
in documents like bill of lading, Customs or consular invoice, etc., entails 
lengthy processes. 


In summary, documentation called under the LC reflects not only the rules 
and regulations of the importing country and the applicant's own needs, 
but also the requirements of various regulatory bodies in the country of 
import.Any infringement of this process would preclude the issuing bank 
and the importer from meeting their respective obligations under the credit, 
so the beneficiary has two choices, either to have the discrepancy (ies) 
removed or follow the process outlined above. Alternatively, the nominated 
bank will treat the documents on a collection basis. 


A useful check list regarding the discrepancies normally found in various 
shipping documents is given below: 


a) General 
* Documents not signed by the appropriate authorities. 
* Alterations not duly authenticated. 


* LC does not comply with terms of sale contract (this could be resolved 
through timely amendment in the LC).At the stage of negotiation, the 
bank has no solution for this issue. 
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d) 


LC has expired. 
Late presentation of documents. 
Late shipment. 
Shipment schedule not followed. 


Bill of exchange 


Drawn incorrectly or for a sum different from the amount of a credit. 
Capacity of signatories not stated. 

Drawn in different currency. 

Tenor of the bill does not match with LC. 

Bill of exchange not endorsed or incorrectly endorsed. 


Bill does not bear the notation "Drawn under LC No.... Issued by..... 
Bank". 


Commercial invoice 


Amount exceeds the credit amount. 

Amount differs from that on draft. 

Prices of goods different from those indicated in the credit. 
Description of goods differs from that in a letter of credit. 


Price and shipment terms ("FOB", "CIF", "CFR", etc.) not mentioned 
or incorrectly mentioned. 


Extra charges included are not specified in the credit. 

It is not certified, legalized or signed as required by the credit. 
Does not contain declaration required under the credit. 
Importer's name differs from that mentioned in the credit. 

It was not issued by the exporter. 


Contrary to credit requirements, order and / or credit reference not 
stated. 


Bill of lading 


Not presented in full set as required. 
Original BL not presented. 


Alterations not authenticated by officials of the shipping company or 
its agent. 


It is not "clean", i.e. carries remarks that the condition and packing of 
the merchandise are defective. 


Finance of International Trade and Related Treasury Operations 


International Trade 


e) 


An 


f) 


It is not marked "On board" when so required. 


"On board" notation not signed or initialed by the carrier or agent as 
required under LC. 


"On board" notation not dated. 
Is not endorsed by the exporter when drawn to "Order". 


Is made out "to order" when the credit stipulates "direct to consignee" 
(importer) (and vice versa). 


It is not marked "freight paid" as stipulated in the credit (under "CFR", 
"CIF" contracts). 


Is not presented within the period specified in the letter of credit. 
Ports of loading and destination not as specified in the credit. 
Details included of merchandise other than that specified in the credit. 


Rate at which freight is calculated and total amount not shown as 
required in the credit. 


The following are acceptable only if expressly permitted in a credit: 
- Shipment "on deck", i.e. the goods are not stored in the hold. 
- Shipment from a port or to a destination other than that stipulated. 


- Presentation of types of bills of lading not specifically authorized in 
a credit, for example Charter Party bill of lading, etc. 


- BL not signed as per UCP- 600, article 20. 
Air transport document (Airway bill) 
air transport document is deemed to be deficientif: 


Name of the carrier and signature of the carrier, or its named agent,are 
missing. 


Signature by the carrier or agent differs from that of the carrier or 
agent. 


Transport document signed by the agent does not indicate that the 
agent has signed it for or on behalf of the carrier. 


Does not evidence that goods have been accepted for carriage. 
Date of issuance is missing. 


Name of airport of departure and the airport of destination not in 
consonance with credit. 


The original document meant for consignor or shipper is missing. 
Marine Insurance cover note. 
Amount of cover is insufficient. 
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¢ Does not include risks mentioned in the credit. 
¢ It is not issued in the currency of the credit. 


* Is not endorsed by the insured and/or signed by the insurers (UCP 
Article 34.b). 


* Certificate or policy bears a date later than the date of shipment/dispatch, 
except where a warehouse to warehouse clause is indicated. 


* Incorrect description of goods. 

¢ Alterations are not authenticated. 

* It is not in transferable form as required. 
* Carrying vessel's name not recorded. 


* Does not cover transshipment, whereas bill of lading indicates that it 
will take place. 


Note: When a policy is required by a credit, a certificate is not acceptable. 
However, a policy is acceptable when a certificate is called for; broker's 
cover notes are not acceptable unless specifically permitted in a credit. 


2.1.3. f.v Negotiating / confirming bank and deficient documents 


The seller may sometimes present documents that do not meet the letter 
of credit requirements, in which case, the bank may act in one of the 
following ways: 


a. Return the documents to the beneficiary (seller) to have them amended 
for re-submission within the validity of the credit and within the period of 
time after date of issuance specified in the credit. b. Send the documents 
for collection. 


c. Return the documents to the beneficiary for sending through his own 
bankers, if the confirming or advising bank is not the beneficiary's bank. 


d. If authorized by the beneficiary, cable or send message by SWIFT or write 
to the issuing bank for authority to pay, accept or negotiate. The bank must 
provide a full list of irregularities to the issuing bank. 


e. Call for an indemnity from the beneficiary or the bank, as appropriate, 
i.e. to pay, accept or negotiate on their undertaking that any payment made 
will be refunded by the party giving the indemnity, together with interest 
and all charges, if the issuing bank refuses to provide reimbursement against 
documents that do not meet the credit requirements. 


f. Based on practical experience, and with consent of the beneficiary, pay, 
accept or negotiate "under reserve", i.e. retain the right of recourse against 
the beneficiary if the issuing bank refuses to provide reimbursement against 
documents that do not meet the credit requirements. 
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2.1.3. f.vi Issuing bank and receipt of deficient shipping documents 


Although through negotiation the nominated bank has claimed the 
reimbursement, yet the transaction remains to be verified by the issuing 
bank. Therefore upon receipt of shipping documents from the negotiating 
/confirming bank, the issuing bank must check every document and make 
sure that the same are compliant with LC terms and conditions, if found in 
order, process the same and deliver documents to the applicant against 
recovery of invoice amount and relevant charges from his account, or after 
acceptance of draft by the importer (in case of usance LC). 


In case of discrepancies in the shipping documents received against a 
credit, the following actions are taken by the bank: 


a) The issuing bank must immediately communicate those discrepancies 
to the negotiating bank (within five working days from receipt of documents) 
stating that, owing to the said discrepancies, acceptance of documents is 
held up pending a response from the applicant about disposal of documents. 


b) Immediate contact is made with applicant informing about arrival of 
documents and discrepancy (ies)in order to seek his directive about 
acceptance or rejection of the discrepancy (ies). 


c) If the applicant is not ready to accept the documents, inform the advising 
/ negotiating bank immediately of non-payment or nonacceptance of the 
documents with details of irregularities within five banking days following 
the day of presentation/receipt of documents (UCP 600 Article 14 (b)). 


2.1.3. g UCP 600 - Framework and the governing rules 
Introduction 


The first set of rules introduced by the International Chamber of Commerce 
for Documentary Letters of Credit (UCP) came into operation in 1933, 
followed by revisionsin 1951; 1962; 1974 and 1983 UCP500; version 1993 
was introduced with effect from 01 January 1994. 


In May 2003, ICC authorized the ICC Commission on Banking Technique and 
Practice (Banking Commission) to begina revision of ICC. After four years 
of research work, with effect from July 1, 2007 UCP 600 came into force. 


UCP 600 is the latest set of rules that apply to any documentary credit 
("credit") (including, to the extent to which theymay be applicable, any 
standby letter of credit). These rules are binding on all parties there to 
unless expressly modified or excluded in the credit. These rules are not 
backed up by any legal statute or legislation; however it is recognized as 
an internationally accepted code of conduct duly accepted by all banks and 
trading communities around the world. All credits issued by banks around 
the world today are subject to the provisions of applicable UCP. 


UCP 600 comprises thirty nine (39) articles which not only provide 
interpretation of various terminologies used in documentary credit 
transactions,but also defined are the roles and responsibilities of various 
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stakeholders in relation to various processes under LC, e.g. advising, 
confirmation, negotiation, examination of documents, reimbursement, etc. 


2.1.3. h Advance Payment. 


Advance payment is a pre-payment method in which an importer pays 
for the items prior to the shipment of goods. In this arrangement the 
vital factor is the importer's trust in the supplier regarding shipment of 
goods in time and as promised. 


The method of Advance payment exposes the importer to a number of 
risks, but at the same time its main attraction is cost effectiveness because 
it works on the basis of direct contact between importer and exporter 
without involving a third party in the transaction.The role of banks is limited 
to clearing the funds as required. The term essentially means that the seller 
is to be paid before he ships the goods, so receiving payment ahead of 
shipment might seem ideal. 


While the exporter is relieved of collection problems and has immediate 
use of the money, the advance payment mechanism may create cash flow 
problems for the buyer, and there is also the potential risk that the seller 
may not send the goods if payment is made in advance. 


Given below is a summaryof the seller's and buyer's perspectives in an 
Advance Payment transaction. 


Most secure form of trading Least secure form of trading 


Receives money in advance for Pays money in advance and is exposed to risk in 
shipment, thus covered for risk of cases where the seller fails to honor the sale 
non- payment by the buyer. contract. He is thus completely dependent on 


seller. 


Has good cash flow Drains his cash flow 
Can use the money for Agrees to this method if the goods are not 
manufacturing the goods available from any other source 
In international trade, an Advance payment option is usually selected 
when: 


¢ The importer is not long established. 
¢ The importer's credit status is doubtful or unsatisfactory. 
¢ Importer's country or political risks are very high. 


¢ The product is in heavy demand and the seller does not need to 
accommodate theimporter's financing request in order to sell his 
merchandise. 


2.1.3. f.i Options available to the exporter under Advance payment 


In normal course of business, the following methods are available to an 
exporter for receiving advance payment. 
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* (Clean payment (wire transfer): An international wire transfer through 
banking channels is the most preferred method for the exporter as it 
has the advantage of being almost immediate. The exporter is required 
to provide clear routing instructions to the importer, including his 
account number, etc., and the importer arranges the transfer through 
his bank. 


This option is more costly to the importer than other methods as the fee 
for an international wire transfer is usually paid by the sender. Subject to 
certain terms and conditions, SBP allows importers to make advance 
payments against Letters of Credit upto 100% of the FOB or CFR value 
of the imported goods. 


* (Credit Card: Exporters who sell directly to the importer may choose 
credit cards as another viable method of receiving advance payments, 
especially for consumer goods or small transactions. Exporters must 
check with their credit card company for specific rules on international 
use ofcredit cards as the rules governing international credit card 
transactions differ from thosef or domestic use. 


As international credit card transactions are usually carried out online,by 
telephone, or fax,which may facilitate fraudulent transactions, proper 
precautionsshould be taken to determine the validity of transactions 
before the goods are shipped.Although the exporter may have to bear 
the fees charged by credit card companies, this optionhelps the business 
grow because of its convenience. 


« Payment by Cheque: This is the least attractive method for receiving 
advance payment as it entailslengthy collection time spanning over 
weeks and hefty collection fees, therefore, it defeats the very motive 
behind getting payment before shipment; moreover, there is always 
a risk that the cheque may be returned unpaid due to insufficient funds 


in the buyer's account or other technical reasons. 


Given below is comparison of Advance payment with Red clause credit: 


Advance Payment Red clause credit 
Payment to seller before shipment | Payment made to seller before shipment 


2 | No documentation for receiving Seller has to sign documents before he 
ee 
commitment to deliver documentation signed by the beneficiary 


a No check on quality / quantity Quality / quantity control through 


shipped by the seller documentation under LC 


the ambit of the LC, advising bank can 
facilitate refund process 


Refund process could be tedious Although refund process is not within 


2.1.3. f.j Escrow account 


Escrow is a neutral depository for funds and documents needed to 
complete a real estate or any performance obligation. It is a legal payment 
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arrangement whereby money is delivered to a third party (usually a bank 
or a reputable professional services company, also known as Escrow Agent) 
to be held in trust ("in the escrow account") pending fulfillment of 
condition(s) in a contract, whereupon the escrow agent will deliver the 
payment to the bonafide recipient. 


Typically, escrow is used when the buyer and the seller are unknown to 
each other or there is an element of distrust between the parties. 


a) Benefits of Escrow arrangement 


Escrow may be used for both physical goods and service transactions. 
Fees are lower compared to other risk-mitigating instruments. 
- Since it is a cash-based transaction, credit lines are not used. 


Banks play the role of financial intermediary in escrow agreements in 
order to minimize ambiguities and ensure smooth transactions. 


b) Use of Escrow account 
Escrow account services are availed by: 


Exporters seeking to reduce risk of non-payment by importers. 
Importers wishing to mitigate risk against non-delivery by exporters. 


- Parties involved in commercial disputes who wish to place contested 
funds in custody of a neutral third party until the dispute is resolved. 


High-value transactions involving intermediaries with high or unknown 
risk profiles. 


Where portions of a project are sub-contracted to smaller firms. 
c) Escrow account process 


In the context of international trade, after the importer and the exporter 
have agreed to the transaction, the buyer submits the payment option to 
the escrow agent (which both parties have agreed to use) and remits funds 
to the escrow. Meanwhile the exporter ships the goods or renders the 
service and, upon acceptance by the buyer, the escrow agent releases the 
payment to the seller through the method chosen by the seller. 


Escrow is usually used to facilitate the following transactions: 


Large property transactions 
Mergers and acquisitions 
Syndication 
- Partnerships 
Stock transfers 
Holding/Retention 
Liquidations and landlord disputes, etc. 


It is also being used increasingly as a risk mitigation tool in commercial 
trade transactions as it provides a cost-effective alternative to documentary 
credits and guarantees. 
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Summary. 


1. 


10. 


12. 


13. 


14. 


15. 


16. 


Documentary Credit is arguably the most efficient and trusted 
method for facilitation of international trade transactions. 


It protects the interests of buyer &seller as payment is made subject 
to compliant presentation of documents as required in the LC. 


Bill of exchange is not always necessary under a credit. 


Documentary credit operations are governed by ICC publication 
UCP- 600. 


Advantages of credit for beneficiary include, assurance of payment, 
compliance of its terms by the other side as well, its negotiability; pre- 
shipment facility, whereas disadvantages are delay on account of 
discrepancies in documents; onerous terms; delay in goods, etc. 


Advantages to importer are credit facility from issuing bank; 
assured delivery of goods as ordered and disadvantage include risk of 
negotiation against fraudulent documents; higher costs;credit lines 
issues; cash flow issues; delay in receipt of documents and / or goods. 


Under Sight and Usance, there are nine variants of documentary credits. 


In a straight credit transaction, normally up to nine parties are involved, 
i.e. Importer/ applicant, Exporter / beneficiary, Issuing bank, Advising 
bank, Confirming bank, Nominated bank, Reimbursing bank, Carrier 
and Insurer. 


SBP regulations do not permit any trade relations with Israel. 


Unless special SBP approval is obtained all imports into Pakistan are 
conducted on CFR basis whereby insurance is covered by the importer. 


. Before advising export LC, the bank must carefully scrutinize various 


clauses of the same to ensure compliance of all internal and regulatory 
requirements. 


LC negotiation is a mode for financing an outward collection or funding 
the payee of a cheque, draft or the beneficiary of documents under a 
credit payable abroad. 


Incase of non-payment or delayed payment, negotiating bank exercises 
the right of recourse to its customer. 


Before payment negotiating bank must thoroughly check each document 
and ensure that the same are compliant with terms and conditions of 
the credit. 


Upon receipt of documents; the issuing bank must similarly check and 
ensure that the same are compliant with LC terms and conditions. 


In case of discrepancy, issuing bank must immediately inform the 
negotiating bank, contact the applicant and seek disposal instructions 
and if applicant does not accept the discrepancy inform the foreign 
bank. 
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17. 


18. 
19. 


20. 


21. 


22. 


Under Advance payment an importer pays for the items prior to shipment 
of goods. 


Advance payment method exposes the importer to a number of risks. 


The vital factor in advance payment mechanism is importer's trust in 
the supplier regarding shipment of goods as promised. 


Advance payments can be made through Bank transfer; Credit 
card or cheque. 


Escrow is a neutral depository for funds and documents needed 
to complete any performance obligation. 


It is an arrangement whereby money is delivered to a third party 
(usually a bank or a well reputed professional services company, for 
release to the bonafide recipient upon fulfillment of condition of the 
contract. 


Discussion questions: 


1. 


Oo ND WS 


16. 
17. 


Why Documentary Credits are considered the most efficient and 
trusted method for facilitation of international trade transactions? 


Describe roles of all the parties involved in a documentary credit 
transaction? 


What documents are essentially required by a bank for issuance of a 
documentary credit? 


Is it allowed to import goods into Pakistan on CIF basis? 

Describe the regulatory clause for documentary credits issued in Pakistan? 
Is it permitted to rephrase the regulatory clause?, if so how? 

Enlist pre-conditions for issuance of a credit from bank's perspective? 


What are SBP regulations regarding seeking confidential report on credit 
beneficiary? 


What is meant by the term ‘honour' within the context of UCP-600? 


. Describe the transaction cycle of a documentary credit? 


. Enlist the advantages and disadvantages of documentary credits 


from beneficiary as well as importer's perspective? 


. List down various types of documentary credits and their attributes? 


. Ifa credit does not bear a mention about its irrevocability, will it still 


be reckoned as irrevocable credit? 


. Can an importer cancel a credit unilaterally? 


. In transferrable credit can second beneficiary partially transfer the credit 


to a third beneficiary? 
Differentiate between a Red clause and Green clause credit? 


Define a Revolving credit and the terms on which its revolutions 
are based? 
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18. Describe Back-to-back credit and its mechanism? 
19. Explain the risks in a back-to back credit and what are its limitations? 
20. Differentiate between a Usance credit and Standby credit? 


21. What measures are taken by the advising bank while advising 
the credit to beneficiary? 


22. Explain the process of negotiation of a credit? 
23. When LC negotiation is preferred by the beneficiary? 


24. Define the significance of document scrutiny by nominated 
bank for LC negotiation? 


25. Which documents in particular are marked for special attention 
during scrutiny process and why? 


26. In which way Bill of lading differs from Airway bill? 
27. Enlist common irregularity found in documents presented for negotiation? 


28. Must description of the goods in commercial invoices be "mirror image" 
of the L/C description? 


29. In determination of discrepancies, should decision be based on the title 
of the document or its data contents? 


30. Under which condition may the issuing date of a document be 
earlier than the issuing date of the L/C? 


31. Under which article of UCP-600, a negotiating bank can request 
issuing bank's authority to pay? 


32. Describe the course of action for the nominated bank, in case of 
discrepant documents presented by the beneficiary? 


33. What action is recommended for the issuing bank in case discrepant 
documents are received from the foreign bank? 


34. Describe the evolutionary process leading up to introduction of 
UCP-600? 


35. What is Advance payment mechanism and why it is used? 


36. Why advance payment is the least preferred method of trade 
from buyer's point of view? 


37. Describe the method of payment under advance payment and which 
is the most preferred from seller's perspective? 


38. Define Escrow account mechanism? 

39. What is the objective of escrow arrangement? 

40. Define process flow under an escrow transaction? 

Case Study: Documentary Usance Credit UCP 600 & financing options. 
National Import and export company, Lahore has negotiated a contract with 


a German supplier to import chemicals worth EURO: 800,000/. The supplier 
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has asked for an irrevocable, confirmed usance documentary credit, payable 
at 90 days from shipment date. Insurance is on applicant's account, plus all 
bank charges and fees are to be paid by the applicant. Shipment period is 
one month from LC issuance date and exporter will charge interest @ 3.50 
% p.a. for usance period which is built in the pricing. 


Bank charges and fees are as under: 


LC issuance commission @ PKR: 0.40% for the first quarter and 0.35% 
for each subsequent quarter. 


Advising fee EUR: 35/- flat. 


Confirmation fee: 1.50 % p.a., on LC amount payable at the beginning of 
each quarter. 


Acceptance commission: 0.20% of the amount; charged for any period 
exceeding validity of the LC. 


Exchange rate of EUR/ PKR on LC issuance date was Rs: 120.61 and on 
date of acceptance Rs: 101.88 


Challenge: 


Explain the process in this deal and describe: 


a. The stakeholders involved and their roles; 

b. The documents required by importer's bank for LC issuance; 

c. The risks involved; 

d. Credit facilities that importer would need from his bank under the 
transaction; 

Questions: 


1. Which particular incoterm is applicable in this LC? 


2. Calculate LC issuance; advising and confirmation charges to be paid by 
the importer? 


3. Calculate interest cost to the exporter for the usance period at the rate 
of 3.50 % p.a. prevailing in exporter's country? 


4. The importer can get PKR financing from his bank @ 12.5. % p.a. under 
FATR and therefore the buyer can pay through money transfer costing 
Rs: 5,500/-plus a fee of 0.05 % of the amount to be transferred. How 
would you make choice between local financing and availing usance 
facility from the exporter? 


Case study: Cost comparison - Transaction under Documentary Collection 
& documentary credit. 


Asian imports, Karachi negotiated with an UK seller to purchase a consignment 
of reference books worth USD: 100,000 from them on collection basis. The 
importer also obtained 60 days credit facility from the seller with countdown 
starting from date of the commercial invoice. Goods were dispatched and 
invoiced by the UK exporter on the 15th April 2010. 
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The payment from Asian imports was due on the 14th June 2010; however 
the payment arrived in UK on 21st August 2010, i.e. late by more than two 
months. The delay in payment cost the exporter USD: 1,700 as it resulted 
in his account being overdrawn by this amount for 68 days at 9% 
per annum. 


Challenge: 


UK exporter could have insisted the importer on a confirmed documentary 
credit (usance) through his bank in UK and paid all expenses and costs him 
which at that time would have been as under: 


Confirmation fee USD $250 
Acceptance commission (@ 1.5% p.a. for 60 days) USD $250 
Negotiation / Payment Fee USD $150 
Out of pocket expenses (estimated) USD $60 
Total credit cost USD $710 
Interest cost borne by exporter as a result of late payment USD ($1700) 
Cost benefit of using Letter of Credit USD $990 


a. Is cost difference between the two options, i.e., collection transaction 
and conformed credit too insignificant to consider? 


b. What benefits a confirmed documentary credit would have brought to 
the Exporter? 


Case study: Bogus Company sold steel coils to Pakistani importer. 


In May 2004, a Pakistani importer obtained an indent from a newly licensed 
Karachi based indenter and opened a confirmed sight LC for USD: 275,000.00 
to import hot rolled steels coils from a German supplier, i.e. Rosmet Ltd, 
Hamburg, Germany. The price quoted was about 30% below prevailing 
market rate. According to LC terms; goods were of Russian origin with 
shipment by sea from Any Russian port to Karachi The credit was advised 
and confirmed by Commerzbank, Frankfurt and documents were presented 
on July 2, 2004 with BL evidencing that shipment was made on June 29, 
2004, the bank negotiated the documents and payment made to beneficiary 
by claiming reimbursement in accordance with LC terms. 


When documents were received by the issuing bank on July 7, 2004, it was 
evidently clear that not only the BL was forged; packing list and other 
documents were also fake, the issuing bank refused to accept documents 
and raised the matter with Commerzbank Frankfurt, who declined to entertain 
the objections on the grounds that as they see; the documents presented 
by the supplier were prima-facie in order and considering that banks deals 
in documents (reference article- 4 of UCP-600) the negotiation was technically 
correct. 


When the issue was escalated to Head office of Commerzbank to find out 
more details about the shipment, fresh efforts were made by their branch 
to contact Rosmet Ltd; however their repeated efforts yielded no result as 
beneficiary choose to ignore the approaches made by the negotiating 
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bank. Meanwhile Commerzbank was being pushed by the LC issuing bank 
for an amicable solution of the case, as due to insufficient information, the 
shipment was not traceable. 


On the other side; the importer asserted that he was kept in dark by the 
indenter until late September assuring him on phone that goods are on 
their way and shipment will arrive late September 2004 and it was only 
in the first week of October 2004 that indenter informed the importer that 
supplier has committed a fraud and pleaded his innocence in the matter; 
soon afterwards the indenter also disappeared from the scene leaving the 
importer high and dry. 


At this stage transaction audit of the LC file was carried out again and it 
was dawned that although as per SBP rules the LC opening bank did 
obtain the Credit report on beneficiary, no one at the issuing bank checked 
the contents of the report which clearly indicated that Rosmet Ltd was 
a shell trading company owned by two Russians and registered just a few 
months earlier in Germany with a capital of EUR: 500, the report provided 
no information to support their credentials as a supplier. 


The importer refused to take up the import documents maintaining that 
since no shipment was ever made, they will not take the delivery of the 
documents unless and until the arrival of shipment, alternatively the same 
should be returned to the negotiating bank and amount of reimbursement 
claim refunded. 


Eventually Commerzbank hiding behind their original standpoint refused to 
reverse the transaction and closed the file and the importer had to suffer 
the transaction loss.Inquiries revealed that the Rosmet Ltd had defrauded 
a number of other steel importers in Pakistan. The indenting company which 
was acting on behalf of the supplier executed the sale contracts and arranged 
issuance of LCs in favour of the beneficiary;disappeared soon after the 
Rosmet Ltd negotiated LCs and received payments there-against. 


Challenge: 


a. Give your comments on importer's conduct in the transaction: 


b. Was importer correct to accept beneficiary's request to add confirmation 
to LC. 


c. Would it be correct to assume that operational controls at the issuing 
bank could have prevented this fraud, if so, how? 


d. Was foreign bank right in claiming that it was a correct negotiation? 


e. What measures importer should have taken to prevent this incidence? 


Case Study: Partial Shipment vs. full utilization of quantity/amount 
after amendment in documentary credit. 


A documentary credit for USD: 325,000, under UCP-600; was issued by a 
bank in Thailand; in terms of which 500 M.T Steel billet was to be supplied 
under one shipment by a supplier from Kazakhstan; latest by August 31, 
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2010. Credit allowed a tolerance up to +/- 5%. The credit was available for 
negotiation at the counters of the issuing bank. Expiry date of LC was 
September 10, 2010. 


Goods were shipped on August 14, 2010 and the commercial invoice 
indicated quantity 502M.1, i.e. full credit quantity and amount were utilized 
by the shipper. Applicant received the docs on September 1, 2010 and 
payment was remitted to the beneficiary. 


Subsequently, as per agreement, the applicant amended the same credit 
on Sept, 8, 2010; increasing the quantity from 500MT to 1000MT and total 
amount from USD 325,000 to USD 650,000. Latest shipment date and expiry 
dates were also extended to October 31, 2010 and November 30, 2010 
respectively. Other terms and conditions remain unchanged. 


The amendment meant that another 500MT in quantity and USD 325,000 
in amount was made available to shipper by the applicant. 


However on October 10, 2010, the applicant sent a SMS to shipper that he 
cannot take the 2nd shipment because of world economic crisis as exchange 
rate is very high. Beneficiary responded that shipment cannot be stopped 
and applicant has to fulfill his obligation under the credit and sales contract. 
Applicant told beneficiary that if cargo is shipped he would neither take up 
the docs from his bank nor delivery of Steel billet consignment. 


The beneficiary went ahead and made the second shipment on October 28, 
2008 and the commercial invoice showed quantity to be 510M.T and total 
amount USD 387,600. (Observation: Shipper again utilized the whole available 
quantity and amount as per 2nd amendment. Shipping documents were 
presented advising bank (his Bank) for their review and further dispatch 
to the issuing bank. 


Challenge: 


a. Would this presentation constitute a partial shipment? If yes how? 


b. Can issuing bank or applicant refuse the documents based on the 
fact that partial shipments are prohibited in the original credit? If yes; 
then on what basis? 


c. The applicant with the consent of the seller had requested the 
amendment, which deemed their authorisation for another shipment? 
Common sense is that "why should they amend a credit in a way it 
cannot be utilized? It can only be meant in a way that one further 
complete shipment is allowed, which is what the beneficiary has done"? 


d. Since the amendment was done after the original LC amount and 
quantity were utilized by the shipper so does that mean now the 
beneficiary can again utilize the available quantity and amount in one 
go. Is this true? 


e. What remedies are available to the beneficiary to get the matter settled 
in his favour? 
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f. Since there was an agreement between buyer and seller for 1000M.T 
of goods, can beneficiary take the applicant and the issuing bank to 
the court? 


Case study: Force majeure. 


Bank one; Sendai, Japan issued a confirmed LC in favor of a beneficiary in 
Thailand, available at the counters of Bank two in Ho-Chi-Minh-City by 
payment. Date and place of expiry was 15 March, 2011 in Vietnam. Bank 
Two advises the LC to Beneficiary after adding its confirmation, Beneficiary 
effected shipment on 8th March 2011 (two days before the occurrence of 
the earthquake and tsunami) and made a complying presentation to Bank 
Con 12 March 2011, meanwhile Bank one closes its business on 11 March 
2011 due to earthquake and Tsunami. 


Challenge: 


a) Can Bank Two refuse to honor the presentation based on article 36 if 
it learns that Bank One has closed its business due to the earthquake 
and tsunami? 


b) If Bank Two honored and forwarded the documents to Bank one by 
DHL Courier Service but documents could be delivered to Bank one 
because it was closed due to the force majeure event. Can Bank one, 
upon resumption of its business; refuse to reimburse Bank two based 
on article 36? 
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Chapter 2 
Student By the end of this chapter you should be able to: 


Learning Outcomes 


= List advance payment credits/red clause credits 

= Explain the concept of confirmed and unconfirmed credits 
= Discuss the concept of revolving credits 

= Define Transferable credit 

= Discuss Back-to-Back LCs 

= Discuss Stand-by credit 


= Differentiate between available by payment and available by deferred 
payment 


= Differentiate between the sight and usance letters of credit 


= Differentiate between available by acceptance and available by negotiation 


Documentary Credits 


Primarily documentary credits can be divided into two categories, i.e., 'Sight' 
and 'Usance'. Under each of these categories fall a number of subcategories 
which are listed below. The diagram below illustrates the different types 
of LCs and a brief description of each type is given on the following pages. 


Documentary 
Letter of Credit 


Sight Usance 


Confirmed Unconfirmed 


Deferred 
payment 


Transferable 


Red clause Green clause Revolving Back-to-back Standby LC 


2.2. a Sight LC 


This is one of the two generic documentary credits and is essentially a 
document issued by the importer's bank in favor of the exporter through 
which an exporter is allowed to draw Sight bills up to a particular amount, 
in respect of a specified shipment of goods or providing / rendering certain 
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pre-agreed services in accordance with terms mentioned in the LC 
instrument with an undertaking to pay the LC beneficiary against submission 
of certain documents and / or Bill of exchange as mentioned in the LC. 


2.2. b Usance LC 


Usance LC is the other generic type of documentary credit which for all 
practical purposes is similar to a Sight LC except that it is an undertaking 
to make payment at a specified date or after a certain period of time in 
the future, generally within six months, and requires a draft drawn on 
the issuing/paying bank for the amount of the invoice. 


All variants of LC discussed below are issued under one category or 
another as mentioned above. 


2.2. c Irrevocable Unconfirmed LC 


In terms of UCP 600, Article 3, "A credit is irrevocable even if there is no 
indication to that effect''.Moreover, unless the confirmation is duly 
notified on the LC instrument or through subsequent amendment to it, 
an LC is regarded as 'Irrevocable unconfirmed'. An irrevocable LC, except 
as otherwise provided by Article 38 (Transferrable credits), is a documentary 
credit that can neither be amended nor cancelled without the agreement 
of the issuing bank, the confirming bank, if any, and the beneficiary (UCP 
600, Article 10 a). In addition, partial acceptance of amendments by the 
beneficiary contained in one message of amendments is not valid without 
the agreement of all the above named parties. 


It is obvious that an irrevocable credit is an obligation of the issuing bank 
to pay the beneficiary in one of the following manners upon due presentation 
of stipulated documents and compliance with LC terms and conditions: 


(i) if credit provides for sight payment: to pay or that payment will 
be made; 


(ii) if credit provides for deferred payment: to pay or that payment will 
be made, on the date(s) determinable in accordance with the 
stipulations of the credit; 


(iii) if credit provides for acceptance: to accept drafts drawn by the 
beneficiary if credit stipulates that they are to be drawn on the 
issuing bank, or to be responsible for their acceptance and payment 
at maturity if credit stipulates that they are to be drawn on the 
applicant for the credit or any other drawee stipulated in a credit; 


(iv) if credit provides for negotiation: to pay without recourse to drawers 
and/or bonafide holders, draft(s) drawn by the beneficiary, at sight 
or at a tenor, on the applicant for the credit or on any other drawee 
stipulated in the credit other than the issuing bank itself, or to 
provide for negotiation by another bank and to pay, as above, if 
such negotiation is not made. 
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Note: Under a credit the bill of exchange should not be drawn on the 
applicant but on the issuing bank. This is because a letter of credit is an 
undertaking of the issuing bank with the beneficiary. If a bill of exchange 
is required to be drawn on the applicant, then it will be considered as an 
additional document required under a credit. 


2.2. c. iSpecimen of "Availability" clause in a documentary credit 


a. "We undertake to honor such draft(s) on presentation provided 
that they are drawn in conformity with the terms of a credit"(LC is 
available by payment at issuing bank's counters). 


b. "We hereby engage that payment(s) will be duly made against 
documents presented in conformity with the terms of a letter of 
credit" (LC is available by negotiation at any bank). 


2.2. d Irrevocable Confirmed documentary credit 


A credit may be advised to the beneficiary through another bank without 
any undertaking on its part.However, in cases where the issuing bank 
requests another bank to add its confirmation to the credit and the other 
bank does so, then the same LC, by virtue of this additional clause of 
confirmation, is called a "Confirmed" Letter of Credit. 


This confirmation is a definite undertaking of the confirming bank in addition 
to the undertaking of the issuing bank, provided that the terms and conditions 
of the LC are complied with. Such a confirmation or undertaking cannot be 
cancelled or amended without the consent of all parties to the letter of 
credit, particularly the beneficiary. 


Where a third bank adds confirmation to a credit, it assumes the same 
liabilities as the issuing bank as its action to confirm constitutes a definite 
undertaking of that confirming bank. 


It is implied that, provided due presentation has been made and other 
terms and conditions of the LC are complied with, the confirming bank 
is bound to act as follows: 


i) If credit provides for acceptance: To accept drafts drawn by the 
beneficiary if the credit stipulates that they are to be drawn on the 
confirming bank, or to be responsible for their acceptance and 
payment at maturity if the credit stipulates that they are to 
be drawn on the applicant or any other drawee stipulated in the LC; 


(ii) If credit provides for negotiation: To negotiate without recourse to 
drawers and/or bonafide holders, draft(s) drawn by the beneficiary, 
at sight or at a tenor, on the issuing bank or on the applicant for a 
LC, or on any other drawee stipulated in the LC, other than the 
confirming bank itself. 


a) Specimen of "confirmation clause" 


a. "This credit bears our confirmation and we engage to pay; or that 
payment will be made subject to due presentation of documents 
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in accordance with the stipulations of the credit (if credit provides 
for sight payment)." 


b. If credit provides for deferred payment: to pay; or the payment 
will be made, on the date(s) determinable in accordance with the 
stipulations of the credit. 


Apart from the undertaking by the LC issuing bank, its confirmation by 
another independent bank (confirming bank) in the seller's country gives 
the seller additional assurance of payment as the exporter is likely to have 
a banking relationship with that bank; even otherwise dealing with a 
bank located in his own country raises his comfort level with regard to 
payment under the said credit. 


If a bank is authorized or requested by the issuing bank to add its confirmation 
to a credit but is not prepared to do so, it must so inform the issuing bank 
without delay. Unless the issuing bank specifies otherwise in its 
confirmation,authorization or request, the advising bank will advise a letter 
of credit to the beneficiary without adding its confirmation. 


b) Silent confirmation 


Normally the request to confirm an LC is made by the issuing bank to 
the advising bank on behalf of the applicant.This is a separate contract 
between the issuing bank and the advising/confirming bank. 


Sometimes, the issuing bank does not ask the advising bank to add 
confirmation; however, the beneficiary can approach the advising bank 
to add its confirmation to the LC without the knowledge of the issuing bank. 
This is a separate arrangement between the beneficiary and the confirming 
bank and is known as silent confirmation in which the issuing bank has 
no liability or obligation to inform the confirming bank of any amendment 
to the LC.Moreover, in cases where fraudulent or falsified documents 
are presented, the issuing bank will refuse to honor its commitments 
under the LC. 


2.2. e Transferable LC 


In a transferable LC, the beneficiary (first beneficiary) may request the 
nominated bank to pay, incur a deferred payment undertaking, accept 
or negotiate (the "transferring bank"), or in the case of a freely negotiable 
credit, the bank specifically authorized in the LC as transferring bank, to 
make the credit available in whole or in part(s) to one or more second 
beneficiary (ies) (UCP 600 Article 38). 


A transferable credit is normally used when the first beneficiary who is 
acting as a middleman wants to transfer part or all of his rights and obligations 
to the actual supplier(s) as second beneficiary (ies). It should be noted that 
a transferrable LC would only be issued on the specific instructions of the 
applicant. This would mean that both the credit application form and the 
credit itself must clearly state that the credit is transferable. 
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It is not permissible to issue transferable credit in Pakistan, so applications 
for opening such letters of credit should be referred to the State Bank with 
full particulars. 


a) Transferrable LC - Exceptions and Limitations 


A transferrable LC can only be transferred once, i.e. the second beneficiary 
(ies) cannot transfer it to a third beneficiary.Moreover,the transfer must be 
affected in accordance with the terms of the original credit, subject to the 
following exceptions: 


* The name and address of the first beneficiary may be substituted 
for that of the applicant for the credit. 


* The amount of the credit and any unit price may be reduced; this 
would enable the first beneficiary to make a profit. 


* The period of validity and the period for shipment may be shortened. 


* The transfer is executed on the instructions of the first beneficiary 
by the bank where the credit is available (the advising bank). 


2.2. f Deferred Payment LC 


The concept of deferred payment LC was developed in the early 1950s in 
the Far Eastern trade practice, where a negotiable instrument was not 
commonly used. Under this mechanism, the goods are delivered to the 
buyer before the date of payment or receipt of payment, but no bill of 
exchange is drawn. If the goods prove defective, the buyer may resort to 
the appropriate legal action. When documents under the credit are received, 
they are checked and payment released subsequently at preagreed future 
date(s) which may be after a specified number of days or months from the 
date of shipment or presentation of documents. 


Sometimes this type of credit is also referred to as deferred sight LC. The 
issuer of this credit undertakes to pay the beneficiary on pre-agreed date(s) 
and in periodic installments. 


UCP 600 Article 2(b) states that if a credit provides for a deferred payment 
in accordance with the stipulations in the credit, the issuing bank authorizes 
the nominated bank to incur a deferred payment undertaking. 


This deferred credit should not be confused with a usance credit. In the 
case of a usance credit there must be a bill of exchange, but in a deferred 
payment LC, no bill of exchange is drawn. While it can be argued that 
trade under deferred payment LCs is economical as it enables the buyer 
to avoid payment of statutory duties which would have been applicable 
if there was a bill of exchange, the exporter (seller) in such a transaction 
is not only carrying the transaction and credit risk but also the legal risks, 
because in case of possible litigation resulting from default by the importer, 
the exporter, in the absence of a bill of exchange, will be on weak legal 
grounds to prove a debt against the importer. 
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2.2. g Red Clause LC 


A Red clause LC is used when the LC applicant, through the LC opening 
bank, wants to extend a credit facility to the exporter on the basis of the 
underlying LC instrument. 


The format of a red clause LC is similar to that of a normal LC; however, a 
special clause is incorporated into it that authorizes the advising / confirming 
bank to provide a credit facility to the beneficiary by way of advance against 
the LC for purchase of raw material or for working capital, e.g. preparation 
of the goods to be exported by the beneficiary. Such an action by the 
advising bank is dependent upon a number of factors, e.g. correspondent 
relationship with the issuing bank, suitable agency arrangement, country 
risk, bank risk, etc. 


The clause acts as the basis of security for such advance and is incorporated 
at the specific request of the applicant. To draw the attention of the 
beneficiary, previously this clause was written in red. Thus this is the 
derivation of the name “red clause” LC. Since the advent of SWIFT protocol 
it is not possible to type the clause in red, so the same is now written 
within brackets, e.g. (RED CLAUSE LETTER OF CREDIT). 


The origin of the red clause LC lies in England where a wool importer 
wanted to facilitate a wool shipper in Australia obtaining funds to pay 
the actual suppliers by obtaining a loan from the Australian bank, either 
on an unsecured basis or against the security of interim documents. 


A red clause LC is used not only as a method of providing the seller with 
funds prior to shipment of goods but also as interest arbitrage to counter 
the high cost of financing in the exporter’s country as compared to the 
importer’s country. It is also of great value to middlemen who require 
pre-shipment finance where the buyer would be willing to meet this 
special request from the seller/beneficiary. However, in present times, 
usage of Red clause LCs has declined due to developments in the banking 
industry, with various products being introduced by banks for preshipment 
financing with attractive pricing which has made the option of the Red 
clause rather unattractive. 


Prior to the issuance of an LC, the finance facility is arranged between the 
buyer and the seller. The advising or confirming bank provides the beneficiary 
with a loan or overdraft facility up to the amount authorized or a certain 
percentage of the LC value. This bank subsequently receives repayment of 
the facility, plus interest, from the proceeds due to the beneficiary when 
the goods are shipped and documents presented in accordance with the 
terms and conditions of the LC. If the seller fails to ship the merchandise, 
the advising / confirming bank recovers the amount advanced, plus interest, 
from the issuing bank, who in turn recovers from the buyer (applicant). 


The issuing bank takes a cash deposit or marks lien on the applicant’s 
deposit to protect itself from any loss for a claim made by the advising/ 
confirming bank in a case where the beneficiary fails to ship the goods 
and submits relevant documents, as it is the applicant’s liability to pay 
for such a facility to the exporter. 
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a) Specimen of standard Red Clause addressed to the advising 
/confirming bank 


i) “You are authorized to advance up to ------ % of the credit amount 
to the beneficiary and we undertake to repay on demand any 
amounts so advanced with or without presentation of shipping 
documents called for in this credit.” 


ii) “The negotiating bank is hereby authorized to make advance to 
the beneficiary up to (CCY and amount) ----- or the unused balance 
of this credit, whichever is less, against beneficiary's receipt for 
the amount advanced which must state the advance to be used 
to pay for purchase and shipment of the merchandise for which 
this credit is opened and accompanied by beneficiary’s written 
undertaking to deliver documents in conformity with the credit 
terms to the negotiating bank on or before the latest date for 
negotiation. The advance, with interest, is to be deducted from 
the proceeds of the draft(s) drawn under this credit. We (the 
issuing bank) hereby undertake the repayment of such advances, 
with interest, should they not be repaid to the negotiating bank 
by the beneficiary on or before the latest date for negotiation.” 


Before the beneficiary avails of this facility from the advising/confirming 
bank, he will be required to give two undertakings in writing to the bank: 


1. That the amount drawn or advanced under a letter of credit 
will be used only for the purchase and/or shipment of the 
merchandise for which the credit is opened; 


2. That the documents in conformity with requirements of a letter 
of credit will be delivered to the bank on or before the latest date 
for negotiation. 


It is not permissible to open Red clause credits in Pakistan, so applications 
for opening such letters of credit should be referred to the State Bank of 
Pakistan with full particulars. 


2.2. h Green Clause LC 


In contrast to the Red Clause, this type of LC covers the extent to which 
each accommodation is given to the seller in terms of advance payment 
as well as warehousing facilities. The merchandise is held as collateral 
against the advance of funds allowed under this clause for which warehouse 
receipts would be required. 


In today’s business world, LCs with Red or Green clauses is rarely seen 
and is of academic interest only. 


It is not permissible to open Green clause credits in Pakistan, so applications 
for opening such letters of credit should be referred to the State Bank of 
Pakistan with full particulars. 
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2.2. i Revolving Letter of Credit 


A revolving LC, under the terms and conditions thereof, permits that its 
value in terms of amount is renewed or reinstated without specific 
amendment to the LC as a requirement. 


A revolving LC is determined either in relation to time, value, or both, 
for example, an LC issued for PKR: 1,000,000 with a validity period of 90 
days may offer any of the three options as stated below: 


a) LC permits any number of revolutions regardless of the amount 
involved but within its validity period. 


b) LC permits transactions for any amount within its value and 
validity period, subject to the condition that aggregate turnover 
must not exceed, e.g., PKR: 10,000,000. 


c) LC permits transactions for any amount within its value and validity 
period, subject to the condition that aggregate turnover must not 
exceed, for example, PKR: 10,000,000 and total number of 
revolutions does not exceed, e.g., eight. 


A revolving LC is used when the same goods are to be imported or 
purchased on a recurring basis over a period of time without any changes/ 
amendments to the terms and conditions of a credit. 


This type of credit permits the beneficiary to ship the goods and make 
periodic drawing up to the value of the credit until the expiry date of the 
revolving letter of credit. If such a credit revolves in time, it is also called 
a “periodic letter of credit”. 


It is not permissible to open revolving credits in Pakistan, so applications 
for opening such letters of credit should be referred to the State Bank of 
Pakistan with full particulars. 


2.2. j Back-to-back LC 


In a situation where the beneficiary of the LC is not able to supply the goods 
and the LC does not permit transfer to a second beneficiary, or even if the 
LC is transferable, the first beneficiary cannot meet the commercial 
requirements by transfer in accordance with (Article 38 of UCP 600) conditions, 
therefore the seller is constrained to purchase goods from another supplier. 


The other supplier of the goods is prepared to sell to him only against LC, 
so the solution lies in a “back-to-back credit”. 


Usually on the strength of the export LC (credit issued by the foreign 
bank), the second LC is issued by the bank advising /confirming the export 
LC. A back-to-back LC is issued favoring the suppliers of raw materials 
or finished products/goods to the beneficiary of the export LC, which 
subsequently will be exported under a foreign LC. In such a situation, the 
beneficiary of the foreign LC (also known as Prime LC) offers it as a “security” 
to the advising bank for issuance of a second LC matching the commercial 
requirements. The second LC in this case is known as a “back-to-back” LC. 
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Under a back-to-back arrangement, the beneficiary of the first LC offers it 
as “security” to the advising bank for the issuance of the second credit. 
As applicant for the second credit, the first beneficiary is responsible for 
reimbursing the bank for payments made under the second credit, 
regardless of the fact that payment has been received or not under the 
first credit. However, the advising bank is under no compulsion to issue 
the second credit, and, in fact, some banks may not do so, owing to varying 
risk factors. 


Under these arrangements, the second credit must be worded so as to 
produce the documents (apart from the commercial invoice) required by 
the first credit - and to produce them within the time limits set by the first 
credit — in order that the seller, as beneficiary under the first credit, may 
be entitled to be paid within those limits. 


a) Risks in Back-to-Back LC 


Before focusing on back-to-back credit business, banks should be fully 
aware of the inherent risks involved in this type of business. Before 
committing to a back-to-back LC transaction, due attention must be given 
to a number of factors, as mentioned below. 


For instance, if the advising bank of the original credit does not add its 
confirmation to the original credit, it will not become a party to such credit 
and will not be able to reject any amendment to the original LC as issued 
by the opening bank. If the advising bank of the original LC does not wish 
to add its confirmation to the original credit, it has to take a decision in line 
with the bank’s credit policy and other factors, e.g. credit standing of the 
LC issuing bank, country risk, etc. This is important because the LC is to serve 
as collateral for the issuance of the back-toback credit. 


The bank issuing the back-to-back credit may accept the credit without 
confirmation if the issuing bank is a first class bank located in a reputable 
or low or no risk country. In all other cases, the bank will insist on having 
the LC confirmed. In any case, the bank will have the credit exposure on 
the opening bank no matter whether it confirms the LC or not. 


In transactions with different purchase and sale terms, e.g. (FOB) and 
CFR or CIF, there are additional risks involved relating to transportation 
and/or insurance. It is important that the freight is paid and insurance 
is effective, so there should be sufficient cash and credit line in place to 
cover the freight and insurance charges. 


2.2. k Standby credit (SBLC) 


This type of credit was first mentioned under UCP regulations in the 1983 
revision of ICC.Since then it has been recognized under ICC regulations. It 
performs a function similar to a “performance bond”. It provides a “guarantee” 
to the beneficiary that payment will be made by the issuer (via the opening 
bank) if the contractor fails to perform as required by the beneficiary. The 
payment may be evidenced by documentation or, possibly, by a simple 
demand from the beneficiary. 
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The objective of documentary credit is to facilitate payment from the buyer 
as and when the commercial contract is performed and “evidenced” through 
due presentment of “stipulated documents”. 


The role of a SBLC is, however, different. Although it possesses all the 
elements of a documentary credit subject to UCP 600, it is often used in 
lieu of the performance guarantee, for example in respect of major 
construction contracts or major long-term sales. But it may sometimes be 
used for other purposes, such as a form of guarantee, for instance, a parent 
company’s guarantee of loans or contract granted to a subsidiary. An SBLC 
may be issued in favor of the beneficiary to ensure that if payment is not 
received by them under some other pre-agreed method; it will be made 
by the issuing bank under a standby credit upon the beneficiary fulfilling 
his part as defined in the SBLC. 


An SBLC may be issued at the request of the applicant (usually seller or 
contractor) directly in favor of the beneficiary (usually buyer or employer), 
or it may be issued in favor of a bank in the beneficiary's country to cover 
a guarantee issued by that bank in favor of the beneficiary. 


SBLCs are mostly used to prove a commitment to honor a contract and 
payment there-against is made as a penalty for non-compliance with some 
other contract, or on failure of other payments to be forthcoming. Basically, 
it is intended to cover a "non-performance" (default) situation instead of 
a "performance" situation, as with the conventional documentary credit. 
This affects both the position of the issuing bank and the type of 
documentation called for. Even if the applicant claims that he has "performed", 
the bank must pay under the terms of the SBLC if the specified documentation 
is presented - usually a sight draft on the issuing bank accompanied by a 
statement of claim issued by the beneficiary. (This position has been upheld 
in a number of cases where the courts have ruled against an applicant 
seeking an injunction to prevent the issuing bank from honoring its 
undertaking.) 


The documentation referred to above hints towards the variance "to 
which they may be applicable" to SBLCs, consequently, many articles 
dealing with "Documents" are unlikely to be applicable to SBLCs. 


An SBLC operates just like any other LC except that: 


* It is not secured by goods in trade. 
* Its value will be paid out only on non-performance. 


* Its purpose is to prove financial ability and commitment to honor a 
contract, not to pay for specific goods/services, because it is used to 
secure contracts, not for payment in full for anything. 


* Value of SBLC rarely exceeds 10% of contract's value. 
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The process of SBLC is as follows: 


a) The project owner sends a tender to bid on a project to a contractor. 
The tender requires a bid bond and permits the bid bond to be 
in the form of a standby letter of credit. 


b) The contractor applies to the bank for the issuance of a bid bond. 


c) The contractor's bank (issuing bank) issues a bid bond and forwards it 
to the contractor. 


d) The contractor forwards his bid together with the bid bond to 
the project owner. 


e) The project owner accepts the contractor's bid and sends a contract 
to the contractor. 


f) If the contractor fails to sign the contract or fails to obtain and forward 
to the project owner a performance bond, the project owner will 
demand payment under the bid bond. 


g) When the contractor has signed the contract and obtained a performance 
bond, or whatever else the contract may require, the project owner 
will return the bid bond to the contractor to be cancelled. 


h) The issuing bank informs the contractor of his action. If the bid is 
successful, then as the next step, the contractor may follow it up with 
a request for issuance of the SBLCs for the following tasks: 


* Performance 
* Advance Payment (if applicable) 
* Retention money on the project. 


Except for step (a) above, the transaction mechanism for all SBLCs is identical. 
2.2. | Documentary credits and modes of availability 


Every documentary credit has a clause whereby its availability is notified 
in one of the following expressions: 


a By payment 

b) By negotiation 

c) By deferred payment 
d) By acceptance 


These options are discussed below: 
a) By payment 


Payments under sight credit are "available by payment", which means that 
the exporter's bank in the foreign country must send the documents to the 
issuing bank for examination and payment. A credit available by (sight) 
payment does not require a sight draft for presentation and normally the 
payment is affected at the counter of the issuing bank or at a named 
nominated paying bank upon receipt of compliant documents.This is done 
by the issuing bank to have better control over payment under the credit. 
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In such cases the LC reimbursement clause statesthat "upon receipt of 
compliant documents, payment by the issuing bank will be made in 
accordance with instructions of the nominated bank". 


b) By negotiation 


Globally this is the most common method of availability offered by issuing 
banks, which implies that a credit can be negotiated by any bank (see SWIFT 
field 41D). An LC available by negotiation allows the beneficiary to receive 
payment by negotiating the sight draft and documents at a nominated 
negotiating bank which is normally located in his country. The negotiation 
may be effected on"with recourse" or "without recourse" basis. For 
reimbursement in such cases, normally a third bank is nominated. 


c) By deferred payment 


When credit is available by deferred payment, the beneficiary does not get 
paid when documents are submitted, but at a later date as provided for in 
the credit. Itequates with a credit facility to the buyer. In this case, since 
no draft is issued and only the issuing bank is liable to the exporter, there 
is no provision for the buyer to get financing against such receivables. 


d) By acceptance 


Like deferred payment, credit is available by acceptance and this also falls 
under the category of 'usance' credit as its beneficiary also gets payment 
at a date in future, except that in this case the importer is required to accept 
the draft before taking delivery of the shipping documents. If required, the 
beneficiary can obtain financing against the accepted draft on "with recourse" 
or "without recourse" basis. 


Regardless of the nature of the credit's availability,the unequivocal undertaking 
of the issuing bank and its reputation as an institution remains the bedrock 
of the ensuing transaction. 


Summary. 


1. Under provisions of UCP-600, all documentary credits issued 
fall under the category of 'Sight 'or 'Usance'. 


2. There are many flavors of credits, namely; Confirmed; Transferrable; 
Deferred payment; Red clause; Green clause; Revolving; back-to-back 
and Standby credit. 


3. In terms of UCP 600, article 3, a credit is irrevocable even if there is 
no indication to that effect. 


4. Unless the confirmation is duly notified on the LC instrument or through 
subsequent amendment to it, a LC is regarded as ‘Irrevocable 
unconfirmed’. 


5. An irrevocable credit is obligation of the issuing bank to pay the 
beneficiary under LC terms, i.e. Sight payment, Negotiation, Deferred 
payment or Acceptance; upon due presentation and compliance of LC 
terms & conditions. 
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10. 


11. 


12. 


13. 


14. 


15. 


16. 


17. 


When at the request of issuing bank, another bank adds its weight to 
the credit; by virtue of this act LC is regarded as "Confirmed". 


LC confirmation is a definite undertaking by the confirming bank 
independent of the undertaking by issuing bank. 


When advising bank at the request of beneficiary adds confirmation 
without knowledge of the issuing bank, this act is known as silent 
confirmation. 


Intransferable LC; first beneficiary requests the nominated bank to pay, 
incur a deferred payment undertaking, accept or negotiate, or to the 
bank specifically authorized in the LC as transferring bank, to make 
the credit available in whole or in parts to one or more second 
beneficiary (ies). 


In deferred payment credit; goods are delivered to buyer before 
payment, without any bill of exchange, payment is released subsequently 
at pre-agreed future date(s). 


Deferred credit differs from a usance credit where a bill of exchange 
is mandatory. 


Under a Red clause LC the applicant through LC opening bank extends 
a credit facility to the exporter on the basis of the LC instrument, it is 
mainly for purchase of raw material or for working capital for the 
beneficiary. 


Green clause LC besides financing also provides for warehousing facilities 
to the beneficiary. 


Under revolving LC its value in terms of amount is renewed or reinstated 
without specific amendment to the LC for a fixed number of times and 
/ of a period, it is useful when the same products are purchased on a 
recurring basis over a period of time. 


Back-to- back LC is issued by the advising bank on the basis of an export 
LC. It is issued favouring suppliers of raw materials or finished 
products/goods to beneficiary of the export LC. 


Standby LC is a substitute to a Performance bond. It undertakes to 
compensate the beneficiary if the contractor fails to perform as required 
by the beneficiary. 


A documentary credit contains information about its availability either 
by payment, or Negotiation, Deferred payment or by acceptance. 


Discussion questions: 


nm Fe WwW N 


Differentiate between Sight and Usance credits? 

In Usance LC; what type of draft is drawn and on whom? 

Describe various types of documentary credits and their features? 
How irrevocable credit differs from a confirmed credit? 


What is meant by silent confirmation? 
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18. 


19. 
20. 
21. 


22. 
23. 
24. 
20 
26. 
27. 
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What are the responsibilities of issuing bank if the advising bank adds 
‘silent confirmation’ to the credit? 


What is the significance of a transferrable LC? 
What are the exceptions and limitations of a transferrable LC? 


Describe the procedure for issuance of transferable LC by a Pakistani 
bank? 


. How a deferred payment is different from a Usance credit? 


. What does article of UCP-600 say about responsibilities of issuing 


bank in relation to a deferred payment LC? 


. What are the risks faced by the sellers under deferred payment LC 


transactions? 


. How the status of a Red clause is notified on the credit? 


. What are the conditions for availing benefits under a Green clause 


credit? 


. What is the purpose of issuing a Green clause credit? 
. Describe the transaction flow under a Green clause credit? 


. Describe the procedure for issuance of Green clause credit by a Pakistani 


bank? 


What are the possible choices to determine cyclical terms of a revolving 
credit? 


Why revolving credits are used? 
Define Back-to-back documentary credit and its purpose? 


Which article of UCP-600 outlines the scope of Back-to-back letter of 
credits? 


What are the limitations of a Back-to-back credit? 

List out the risks under Back-to-back LC transaction? 

Compare a Standby credit with irrevocable credit? 

What is the significance of Standby credits? 

What is the underlying promise for payment in Standby credits? 


Describe availability options in respect of documentary credits 
and outline their attributes? 
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iii Transaction Due Diligence 
Chapter 3 
Student By the end of this chapter you should be able to: 


Learning Outcomes 


= Explain the importance of transaction due diligence 


= Discuss the importance of Know your Customer (KYC) in international 
trade transactions 


= Discuss the importance of Know your customer's customer (KYCC)in 
international trade transactions 


= Identify the importance of knowing the customers "credit" bank 
= Define the country risks and transaction risks 
= Define the trade cycle 


= Recall the regulatory authorities that are applicable to different trade 
transactions 


= Explain the terms of trade and its impact on different trade transactions 
= Recognize the different risks associated with different product categories 
= Deduce the pricing rationale under the transaction 

= Discuss trade-based money laundering 


= Explain how to scrutinize counter-party's credentials in trade transactions 


Transaction Due Diligence 


Introduction 


Global financial systems and international trade are exposed to a variety 
of risks and vulnerabilities at the hand of criminal organizations that look 
for an opportunity to launder the proceeds of crime and move funds to 
terrorist organizations with a relatively low risk of detection. Transaction 
due diligence is a process to investigate, evaluate and, if possible, eliminate 
the inherent risks in a business transaction. Due diligence may sound 
something colossal but ultimately it translates into basic commonsense 
success factors such as "thinking things through" and "doing your homework" 
by way of investigation into all relevant aspects of the transaction and its 
predictable impact owing to possible noncompliance of national or 
international regulations and resultant penalties, potential business or 
reputational loss or, still worse, the future existence of the bank. 


While banks are expected be alert to transactions involving higher-risk 
goods (e.g., trade in weapons or nuclear equipment), it is equally crucial 
for them to be aware in day-to-day transactions that goods being traded 
are not over or under-valued in an effort to evade AML or Customs regulations, 
or to move illicit funds of value across national borders. Variants of this 
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scheme may include inaccurate or double invoicing, partial shipment of 
goods and use of fictitious goods, whereby illegal proceeds are used for 
such transactions, thereby "sanitizing" the funds and passing them into the 
fold of legitimate commerce. As a defense against the above and other 
unsavory consequences, banks introduced the process of due diligence, the 
salient points of which are discussed below. 


2.3. i Possible measures for transaction due diligence 


In a normal transaction, an importer, vis-a-vis the exporter, is exposed to 
the following risks: 


a) Non-delivery of goods. 
b) Short shipment. 

c) Inferior quality. 

d) Early /late shipment. 
e) Political risk. 

f) Damage in transit. 

g) Foreign exchange. 


As far as the last two risks in the above list are concerned, they can be 
mitigated through marine insurance, currency forward coverage.However, 
the rest have to be covered through the process known as KYCC or Know 
Your Customer's Customer, which comprises the following process: 


Credit risk: This implies investigating the credit-worthiness of the exporter. 
Internationally renowned credit information bureau offer fee-based services, 
whereby a confidential report on a credit beneficiary is provided. In terms 
of Chapter XIII of the SBP Foreign Exchange Manual, in all cases where the 
amount of the LC is Rs.1, 500,000 or over, banks are required to obtain a 
confidential report on the exporter from their branches or correspondents 
abroad, or at their discretion be satisfied as to the standing of the shipper 
by consulting standard books of reference issued by international credit 
agencies. 


Country risk: Accurate and up-to-date information about political and 
economic conditions in the exporter's country is useful for forecasting 
the future outlook. 


Transaction risk: Prospects of a quick sale of the goods aside, dealing in 
perishable items is far more risky than items like steel ingots which can 
withstand the vagaries of weather. In such a situation the bank must 
protect its interests through a suitable cash margin against the LC to ward 
off any possibility of being left with shipping documents in its book. 


Cyclical risk in trade: This is particularly relevant to commodity trade which 
has a cyclical pattern of seasonal consumption, e.g. demand for fertilizer 
in the sowing season is very high and afterwards it reduces drastically, so 
before opening the credit it is crucial to take cognizance of this factor or 
else the importer may end up buying a consignment which he may not be 
able to sell at a profit and this will cause problems for the issuing bank. 
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Regulatory risk: Some countries like South Africa, the Philippines and 
others, have tedious regulations regarding documentation and export of 
goods.Prior knowledge of such regulations helps the bank to guide the 
customer in order to avoid delays and disputes. 


Terms of trade and their impact: LC terms and conditions lay down the 
basis of a smooth transaction. The importer should be aware of the importance 
of LC terms, e.g. CFR or FOB, etc. and should ask for documents that are 
precise and relevant without being lengthy and onerous, otherwise it may 
cause delay at the supplier's end. Banks should also discourage such practices. 


Glut situations in import business are common where suddenly traders 
Start importing particular merchandise without proper market research, 
resulting in a flooded market and possible losses. Imports of second-hand 
cars into Pakistan are quint essentially an apt example. 


Pricing rationale: Pricing of merchandise must be in line with the prevailing 
market price; although there is no accurate methodology available to check 
this accurately, the purpose is to ensure that there is no apparent under or 
over- invoicing of goods. 


The above list is a generic assessment and it may alter and expand depending 
on the nature of business. Meanwhile the following can also be used as 
guiding principles within the context: 


* All parties (including intermediaries) to the transaction do not appear 
on the list of designated persons, i.e. criminals, terrorists, persons 
associated with repressive regimes, etc. 


* Merchandise is consistent with the nature of the customer's business 
(e.g., it is not a case where a steel company starts dealing in paper 
products, or an information technology company starts dealing in bulk 
pharmaceuticals). 


* No apparent over or under-invoicing of goods and services. 


* Transaction structure is not unnecessarily complex and designed to 
obscure the true nature of the transaction. 


* Shipment locations or description of goods are consistent with credit 
terms. 


* Customer does not direct payment of proceeds to an unrelated third 
party. 


* The LC is not to be issued favoring off-shore or shell companies. 


* Method of payment is not inconsistent with risk characteristics of the 
transaction, i.e. advance payment against LC for a supplier in a high 
risk country; payment against simple receipt without calling for any 
document or payment settlement outside the LC, etc. 


* Applicant and beneficiary of the LC are not the same or related parties. 
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2.3. ii Know Your Customer (KYC) or Customer Due Diligence 


Within the context of an LC transaction, the KYC process includes 
gathering sufficient information through background checks or 
investigation of the applicant, nature of his business and relevance to the 
merchandize involved and sources of funding, etc. 


It may be noted, however, that unless customer behavior or transaction 
documentation appear unusual, the bank should not be expected to 
spend undue time or effort reviewing all information. 


Prudential regulations issued by State Bank of Pakistan for Corporate 
and Commercial Banking contain a section for Customer Due Diligence 
and Anti Money Laundering, comprising the following five regulations: 


* Regulation R-1: For Customer Due Diligence (CDD). 

* Regulation R-2: For Correspondent banking. 

* Regulation R-3: For Wire transfers/Fund transfers 

* Regulation R-4: For Reporting of transactions/STRs./CTRs. 

* Regulation R-5: For Record Keeping. 

* Regulation R-6: For Internal Controls, Policies, Compliance, Audit & Training. 
2.3. iii Checklist for Know Your Customer's Customer (KYCC) 


If a bank is issuing a credit, it should try to oversee the entire process and 
monitor both sides of the transaction. If a trader is buying a commodity, 
the bank should check not only the reliability of the seller, but also the 
company with whom the customer is going to deal, as well as taking care 
of any risk factors regarding the country involved. 


Upon receipt of LC from the issuing bank and before advising it to the 
beneficiary, one of the duties of a banker is to check carefully whether the 
issuing bank is reliable (using almanacs or other bank databases). In some 
cases the issuing bank will also choose a channel through which it is willing 
to deal (i.e. confirming or advising banks). 


Many exporters submit documents to their bank requesting them to negotiate 
the same with good value, i.e. payment for the documents prior to 
reimbursement by the issuing bank. In such a situation, apart from country 
risk and bank risk evaluation, the negotiating bank must also be sure about 
the integrity and competence of the issuing / confirming bank and its ability 
to pay on time, as it is very difficult to deal with banks which are in the 
habit of complicating the payment procedures or rejecting the documents 
(even for trivial discrepancies) and consequently delayingpayments. 


Given below is a checklist for the KYCC exercise. 


* Customer does not conduct business in higher-risk jurisdictions. 


* Goods are not routed through higher-risk jurisdictions, including transit 
through non-cooperative countries. 
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Customer is not involved in potentially higher-risk activities, including 
activities that may be subject to export/import restrictions (e.g., 
equipment for military or police organizations of foreign governments, 
weapons, ammunition, chemical mixtures, classified defense articles, 
sensitive technical data, nuclear materials, precious gems, or certain 
natural resources such as metals, ore, and crude oil). 


If the answer to any of the above queries is in the affirmative, then the 
matter should be referred to the compliance department for their review 
and decision. 


Summary. 


1. 


Transaction due diligence is a process to investigate; evaluate and if 
possible eliminate the inherent risks in a business transaction. 


. Banks should know that goods being traded in which bank is involved 


are not over or under-valued with a motive to evade Anti Money 
Laundering or customs regulations, or to move illicit funds or value 
across national borders. 


An importer, vis-a-vis the exporter is exposed to the risks of Non- 
delivery/ Inferior quality of goods, Short shipment, Early / Late shipment, 
Damage in transit Political risk & Foreign exchange risk. 


Effective know your customer's customer (KYCC) exercise helps to 
address issues of credit risk; country risk; transaction risk; cyclical risk 
in trade; regulatory risk. 


. Know your customer (KYC) or Customer due diligence process includes 


gathering information through background checks on the applicant, 
nature of his business, relevance to the merchandize involved and 
sources of funding, etc. 


Regulation # R- 1,2,3,4,5 and 6 of prudential regulations issued by State 
Bank of Pakistan for Corporate and commercial Banking provides 
guidelines within the context. 


Discussion questions: 


= a 


What is meant by Transaction Due Diligence? 
What is meant by KYC exercise? 
Define the objectives of due diligence exercise? 


Enumerate the possible risks faced by an importer in a crossborder 
trade transaction and the measures taken by banks to mitigate them? 


What are SBP guidelines to ascertain the credentials of suppliers for 
imports into Pakistan? 


What is Transaction risk? 
Define cyclical trade risk? 


What are the implications for importer on account of Regulatory risks? 
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9. Define the elements of pricing rationale? 


10. List out the important areas of concern with regard to transaction due 
diligence exercise? 


11. Explain the potential risks for a bank on account of poor customer due 
diligence? 


12. Discuss various prudential regulations issued by SBP in respect of 
customer due diligence and other related activities? 


13. Why KYCC is vital from bank's perspective, describe its elements? Case 
Study: Fraud in international trade. 


An importer from France approached a trading company based at Dubai 
showing interest to buy cotton Bed sheets worth USD: 150,000/- and asked 
for catalogue and quotation. Several weeks later two Caucasians of high 
persona visited the exporter's office and introduced themselves as partners 
in an international company engaged in import of general merchandise. 


One of them claimed that he has a high professional status and boosted 
his company's image to win the trust of the exporter. They thoroughly 
scrutinized the products, bargained hard and then placed a trial order 
for USD: 2,000 and paid for the transaction through documentary credit. 
Treating it a small ticket transaction; the exporter ignored the Customer 
due diligence process in order to avoid related cost. 


About two months later, one partner of the company made a surprise 
visit to the exporter in Dubai and claimed that their company's sales 
were extremely good and that owing to greater demand, they need 
additional stock immediately. The buyer scooped up the finished goods 
that the exporter had in inventory amounting to USD: 90,000, including 
items not ordered before. Reason given by the buyer was that his company 
has to meet huge orders from customers therefore more stock is required 
and shipment is to be effected immediately. 


Since there was not enough time to open an LC, the buyer sought to pay 
by personal cheque drawn on bank in Thailand with a request to the exporter 
to issue a straight bill of lading which implied consigning the goods directly 
to the buyer who can obtain goods from the carrier by simply showing 
proof of identity, in respect of shipment. 


Drawing comfort from the previous experience; the exporter accepted 
the cheque, sent the shipment as desired to Malta and lodged the cheque 
for collection through his bank. 


The cheque collection process took three weeks; meanwhile the goods 
reached its destination and were cleared well before fate of the cheque 
was known, as it turned out; the cheque was returned unpaid because 
the account on which it was drawn had been closed. The exporter sent a 
number of messages to the buyers but none were replied to, several 
telephone calls were made but each time a person would claim that the 
owners were out; calls on buyer's mobile were never answered. A week 
later; office telephone number was also disconnected. 
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The buyer was never to be found, filing a law suit would have cost the 
exporter even more and it could have been unsafe to visit the buyer, so 
the company decided to write off the debt. To avoid embarrassment and 
negative publicity, the company decided to keep the case private. Challenge: 


Give your views on the followings: 


a. Was it in order for the exporter to conclude a trade deal with 
walk-in customers? 


b. Since settlement was made through LC, explain from buyer's perspective; 
should exporter have obtained buyer's profile from independent sources 
prior to shipment? 


c. Describe, the wrong signals, if any; given by the buyer in first transaction? 


d. How exporter could have avoided loss in the second transaction? 
Case Study: Exporter held hostage in payment. 


Mumtaz international, Lahore received an order to supply cutlery sets worth 
USD: 25,000 to a buyer in Kenya. The contract called for a combination of 
payment, i.e. documentary credit (for 80% of the contract amount) and 
balance through wire transfer. 


This arrangement was requested by the buyer on pretext of under-invoicing 
the import in his country. The importer requested Mumtaz international 
to declare 80% of the contract price for a product having import duty 
rate of less than 10%, and promised that the 20% portion of each preceding 
order will be remitted along with succeeding order. 


Being new in the field of export business Mumtaz international were 
keen to get new orders, they thought the arrangement would become a 
regular business stream for them and decided to accommodate the Kenyan 
importer by under-invoicing the consignment, but the events to follow 
were not very pleasant for them. 


As soon as 80% payment was made against the first LC, Kenyan buyer 
placed another order and linked remittance of balance 20% from previous 
shipment to the second shipment. A fraction of balance from first order 
was remitted to the exporter when buyer placed the third order. 
Buyer was now holding payment for more than 30% of the shipments 
received as hostage to ensure that the exporter ships the next order, 
otherwise no payment will follow and for better or worse the exporter 
was stuck with him, moreover, the buyer used the unpaid balance to 
deduct for allegedly defective products. A time came when the buyer 
owed the company close to US$9,000 in backlog payments; the buyer 
suddenly claimed that there were accumulated defective products worth 
nearly US$ 4,000. 


Mumtaz international requested photographic proofs, the buyer could 
not present it but kept on insisting to deduct the amount otherwise they 
would not remit the balance payment. The exporter company secretly 
hired an independent surveyor at the buyer's country. 
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The surveyor, armed with a letter of authority from the company, visited 
the buyer unannounced, following the company's instructions and the truth 
ultimately came to light. The buyer was lying and after frantic efforts and 
persuasion buyer came to his senses and balance amount minus an amount 
for damaged products (less than US$ 300) was turned over. 


Challenge: 


a. What lessons are learnt from exporter's behaviour in this case? 
b. What is under-invoicing and what risks are associated with it? 


c. Do you approve the payment arrangement made in this deal? Give 
arguments to support your point of view? 


d. In this case what would have been your business strategy as export 
manager of Mumtaz International? 


Case Study: Transactions involving high risk countries. 


Brian Hanks is Managing Director of an offshore company incorporated in 
country 'A'. In June 2010, he approached Bank 'Y' with a request to open 
an account and shift his business from Bank 'x' which according to him was 
a poor service provider. Brian wants a trade financing line for USD: 250,000 
from Bank 'Y' to import microprocessors from the US for his computer 
business. He had provided details of the documentary credit to be issued 
adding that he would also provide 100% cash collateral as security. 
Study of LC application reveals that: 


Country A is a Pacific island country, which is a hot-bed for laundering drug 
money coming out of the US directly as well as indirectly. In June 2007, the 
country was removed from FATF list of non-cooperative countries but AML 
officer of Bank 'Y' has advised that regimes that are removed from the FATF 
black list may also be vulnerable for historical reasons, the country was 
recently involved in recent high-profile corporate scams. Challenge 
In addition to the above, how would you respond to the following concerns? 


i A search on politically exposed persons (PEP) commercial database 
that shows a match named Brian is a distant relative of a key politician 
in a country known for corruption but Brian has concealed this fact from 
Bank 'Y'. 


ii. Brian is unable to provide any reference to support the account 
opening and can only provide identification documentation. 


iii. He has offered 100 % cash security for the transaction. 


iv. A local vendor can also supply microprocessors from where other 
computer assemblers purchase their stock, however Brian has not taken 
that option. 


v. It is revealed that, when compared with other suppliers for the same 
quantity and brand, the import price of micro processors to be imported 
under documentary credit is higher by 30 percent. 


Finance of International Trade and Related Treasury Operations 


Part Three 


Chapter 1 


International Conventions /Practices 
and Documents in International Trade 


Student 
Learning Outcomes 


By the end of this chapter you should be able to: 


Explain the concept of Bill of Exchange (B/E) or Draft 

Define promissory notes 

Recall the salient features of a sales contract 

Recall the salient features of a Pro Forma Invoice 

Recall the salient features of a Commercial Invoice 

Recall the salient features of a Certificate of Origin (CO) 

Recall the salient features of a Shipper's Export Declaration (SED) 
Describe the various modes of transport used in international trade 


Describe the various documents associated with each mode 


Describe the standard terms that are allowed/used for each mode in 
Pakistan 


Define a Bill of Lading, its purpose and use from an importer's point of 
view 


Define a Bill of Lading, its purpose and use from an exporter's point of 
view 
List and discuss the types of bill of lading 


Describe the impact of discrepancies in the Bill of Lading on an importer 
and an exporter. 


Describe the concept of endorsement of Bill of lading 


Define an Airway Bill, its purpose and use from an importer point of 
view 


Define an Airway Bill, its purpose and use from an exporters point of 
view 


Define a Combined transport document 

Describe the risk associated with issuing a shipping guarantee 
Define the need for a Packing List 

Recall the salient features of an Inspection Certificate 

Recall the importance of an Insurance Policy/ Certificate 
Recall the importance of a Product Testing Certificate 


Recall the importance of a Health Certificate 
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Part Three 


Chapter 1 


International Conventions /Practices 
and Documents in International Trade 


Student 
Learning Outcomes 


By the end of this chapter you should be able to: 


= Recall the basic purpose and guidelines of UCP 600 

= Recall the basic purpose and guidelines of URDG 758 

= Recall the basic purpose and guidelines of URC 522 

= Recall the basic purpose and guidelines of URR 725 

= Recall the basic purpose and guidelines of Incoterms 2010 
= Recall the basic purpose and guidelines of ISBP 681 


= Recall the basic purpose and guidelines of ISP 98 
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As is commonly known, international trade is conducted under different 
procedures and variations and it is impossible to govern them with only 
one set of rules. International Chambers of Commerce (ICC), France, over 
the decades have devised various sets of rules and recommended practices 
which are listed below: 


URC 522: The Uniform Rules for Collections came into effect on 01 January 
1996. These Rules for Collections were first published by the ICC in 1956 
and revised versions were issued in 1967 and 1978.This present revision 
was adopted by the Council of the ICC in June 1995, for issue as ICC 
Publication 522. 


ISP 98: International Standby Practices (Publication No. 590):Introduced in 
1998, ISP 98 reflects a synthesis of practices from a wide range of standby 
users: bankers, merchants, rating agencies, credit managers, and government 
officials and banking regulators. Like the UCP and ISBP 681 for commercial 
credits, ISP 98 is the industry standard for the use of standbys in international 
transactions. 


UCP 600: Also known as ICC publication No 600, it was enforced with effect 
from July 1, 2007. UCP 600 is the latest revision of the Uniform Customs 
and Practice that govern the operation of documentary credit. These rules 
apply to any documentary credit (to the extent to which may be applicable 
to any standby letter of credit) and are binding on all parties there to unless 
expressly modified or excluded by the credit. 


International Standard Banking Practice (Publication 681): International 
Standard Banking Practice (ISBP) for the Examination of Documents 
under Documentary Credits, 2007 Revision for UCP 600 is an update of the 
ICC Publication No. 645 and it reflects international standard banking practice 
for all parties to a documentary credit under UCP 600. 
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Inco terms 2010(ICC publication 715). This book defines the responsibilities 
of buyers and sellers for the delivery of goods under sales contracts. Inco 
terms 2010 takes into account the latest developments in commercial 
practice, and updates and consolidates some of the former rules. 


URR 725: The Uniform Rules for Bank-to-Bank Reimbursements under 
Documentary Credits ("rules"), ICC Publication No. 725, was introduced with 
effect from Oct 1, 1998. These rules apply to any bank-to-bank reimbursement 
when the reimbursement authorization expressly indicates that it is subject 
to these rules. They are binding on all parties thereto, unless expressly 
modified or excluded by the reimbursement authorization. The issuing bank 
is responsible for indicating in the documentary credit ("credit") that 
reimbursement is subject to these rules. 


URDG 758: The ICC Uniform Rules for Demand Guarantees(URDG) were first 
adopted in 1991. They reflect international standard practice in the use of 
demand guarantees and balance the legitimate interests of all parties. Since 
1991, ICC's URDG have gained international acceptance and official recognition 
by bankers, traders, industry associations and international organizations 
including UNCITRAL, FIDIC and the World Bank. More than an update of the 
existing rules, the revised URDG 758 is a new set of rules for the twenty- 
first century that came into effect on 1 July 2010. 


In addition, there are a number of other ICC publications which contain 
opinions on various documentary credit-related issues which serve as a 
reference book for bankers and business people around the world. 
As stated previously, these sets of rules do not have any legal or statutory 
support, but they are accepted by all banks and trading communities 
around the world as the code of conduct / practices in international trade. 


3.1. Documents used in International Trade 


As far as banks are concerned, international trade is all about correct 
documentation, so in order to monitor transactions and ensure compliance 
with credit terms, the issuing bank requires the beneficiary to produce 
shipment-related and other documents with regard to the goods dispatched. 
As listed here, documents in trade are divided into the following categories: 


* Financial documents 

* Commercial documents 

* Transport documents 

* Official documents 

* Other documents 

3.1. i Financial Documents 

The following documents fall under this heading: 
* Draft / Bill of Exchange 


* Promissory Note 
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3.1. i.a Draft / Bill of Exchange 
1) Definition 


The Negotiable Instruments Act,1881 defines a bill of exchange as "an 
instrument in writing containing an unconditional order, signed by the 
maker, directing a certain person to pay a certain sum of money only to, 
or to the order of, a certain person or to the bearer of the instrument". It 
is also called a draft and has the following attributes: 


i. Term of bill of exchange is inserted in the body of the instrument and 
expressed in the language employed in drawing up the instrument. 


ii. It is an unconditional order to pay a determinate sum of money. 
iii. It bears the name of the person who is to pay (drawee). 

iv. There is clear statement of the time of payment (Tenor). 

v. It states the place where payment is to be made. 


vi. It bears the name of the person to whom or to whose order payment 
is to be made. 


vii. Date and place where the bill is issued are stated. 


viii. It bears signature of the person(s) who issue(s) the bill (drawer). 


The following parties are involved during the tenure of a bill of exchange: 


Drawer 
Drawee 
Payee 

The endorser 
The endorsee 
The acceptor 


™moanga 


2) Advantages of a bill of exchange in trade transactions 


i. It is a legal evidence of debt. 
ii. It is a convenient method for the transfer of debt. 
iii. A creditor can sue on the bill itself. 


iv. It is a negotiable instrument and can be transferred for settlement 
of one's debt without difficulty. 


v. Financing against draft can be obtained by discounting. 
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vi. A debtor enjoys the benefit of the full period of credit. 


vii. It affords an easy means of transmitting money from one place 
to another. 


In view of these advantages, a buyer can easily be induced by the seller 
to purchase goods and accept bills drawn on him if the buyer is not able 
to pay cash at the time of purchase. 


For each type of payment arrangement, e.g. Sight, Usance, term, time or 
usance, etc., drafts with the relevant inscription and terms are used. These 
have already been discussed under section, 2.12.f.ii and iii, above. 


3.1. i.b Promissory Note 


A promissory note is an instrument in writing containing an unconditional 
promise, signed by the maker, to pay on demand or at a fixed or determinable 
future time, a certain sum of money only to or to the order of a certain 
person or to the bearer of the instrument. 


It is simply a method of payment but not entirely similar to a bill of exchange. 
In transactions under a promissory note, instead of the seller signing an 
unconditional order by drawing a bill of exchange on the purchaser, the 
purchaser himself makes a written promise to pay the amount to the seller. 
For conceptual clarity, a comparison between a Promissory note and a Draft 
is given below. 


Bill of Exchange /Draft 


Three parties are involved: 
the drawer, the drawee and the payee. 


It must be accepted. 


The drawer is not primarily liable. 
Foreign bills are specially drawn in sets. 


A foreign bill must be protested upon dishonor. 


3.1. ii Commercial documents 


This section comprises the following: 


* — Performa Invoice 

* Commercial Invoice 

* — Consular / Visaed Invoice 
* — Customs Invoice 

* Purchase Order 

* Order Acceptance 

* Marine Insurance Policy 

* Packing List 


Normally the following types of invoices or order are used, either at the 
time of LC issuance or after the shipment. A synopsis of each is given below: 
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a) Performa Invoice 


This is a quote from the exporter to the importer which has a limited 
time line, usually two weeks. It contains a description of the merchandise 
and terms and conditions of sale, as well as pricing. It must be noted that 
acceptance of a Performa Invoice is tantamount to approving the purchase 
order by the buyer. 


The pro-forma invoice can serve various purposes for the buyer/importer, 
i.e. to apply for an import license, if necessary, and/ or use to tender for 
an export contract, etc. If the buyer/importer accepts the quotation, he 
will place a firm order and it will be considered as a "sale contract". Banks 
usually prefer a pro forma invoice to a quotation for establishment of an 
LC or for advance payment by the importer through his bank. 


b) Commercial Invoice 


A commercial invoice is a document issued by the exporter and addressed 
to the importer evidencing the shipments made and denotes as a receivable 
in the books of the exporter. It is a fundamental document used for 
commercial transactions, which bears a description of goods, i.e. price, 
quantity, technical and physical features, weight, etc. If the transaction is 
under LC, then in addition to the above-mentioned terms, it also includes 
Order and Contract No, Marks and Vessel No, packing specifications, 
Terms of Sale, e.g. FOB, CIF, CFR and shipment details, i.e. name of vessel, 
route, sailing date, Marine Insurance Reference, etc. 


The invoice must carry a description of the goods, stating prices and terms 
exactly as specified in the credit, as well as shipping marks. The following 
details are usually required and inclusion of other information, for example 
export / import license numbers, may also be necessary, if required under 
an LC. The letter of credit usually requires three or more copies of the 
invoice. 


c) Consular / Visaed Invoice 


For exchange control and balance of payments reasons, some countries do 
not allow the import of merchandise unless accompanied by a certificate 
issued by one of its officials in the exporter's country. This certificate 
evidences that the shipment meets certain statutory or other regulations 
of the importing country. A visaed invoice is an original or copy of an invoice, 
which has been originally signed and/or stamped by a consulate official. 


d) Customs Invoice 


This is the extended form of commercial invoice required by Customs (often 
in a specified format) in which the exporter has to state the description, 
quantity and selling price, freight, insurance, and packing costs, terms of 
delivery and payment, weight and/or volume of the goods 
for the purpose of determining Customs import value at the port of destination 


It is required by countries like USA and Canada which are covered under 
certain preferential trade agreements. The specific form is supplied by the 
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consular office of the importing country. This facilitates entry of merchandise 
into the importing country under preferential traffic. 


e) Purchase Order 


A Purchase Order (PO) is the next document executed. Sometimes an 
acceptance of the pro forma invoice by the buyer might be construed as 
an acceptance to trade (thus an accepted proform an Invoice is as good as 
a purchase order), whereby the exporter commits to sell to the importer: 


* Certain quantity and quality of goods 
*  Atacertain price and 
* Ata certain date. 


In a Purchase Order all particulars are written and signed by both the parties. 
Upon signing, there is a commitment on both sides which is legally binding 
on both sides. The exporter is required to produce copies of the export order 
to various Government departments / financial institutions for a number 
of reasons, e.g., obtain export license and / or get benefit of preferential 
export tariff, etc., for products covered under restricted items for export, 
availing pre-shipment and post-shipment finance, other incentives, dealing 
with inspection authorities, insurance underwriters, Customs offices, exchange 
control authorities, etc. for various purposes. 


f) Order Acceptance 


The Order Acceptance is yet another important commercial document 
prepared by the exporter confirming acceptance of the order placed by the 
importer. With this document, he commits the shipment of goods covered 
at the agreed price during a specified time. Sometimes the exporter needs 
a copy of the order acceptance signed by the importer. 


g) Marine Insurance Policy 


During transit from point of loading to destination, goods are exposed to 
various perils and marine insurance is intended to protect the 
exporter/importer against the risk of loss or damage to goods in transit 
due to marine perils. 


For freight insurance in Pakistan and in a majority of countries around the 
world, the clauses drafted by the Institute of London Underwriters (ILU) are 
in vogue. There are about 225 clauses in this set, whereas other clauses 
also apply in the world market like American Clauses or Deutsch Clauses. 


h) Institute Cargo Clauses 


It is a set of terms for cargo insurance policies voluntarily adopted as standard 
term by many international marine insurance organizations including the 
institute of London Underwriters and the American institute of Marine 
Underwriters. 
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Under the standards the widest insurance cover is provided under 


* — Institute Cargo Clause A’ a more restrictive cover under 
* — Institute Cargo Clause B’ and most restrictive cover under 


* — Institute Cargo Clause C. 
These clauses have replaced the older 


‘All Risks,’ With Average,’ and ‘Fee of Particular Average’ clauses. Also called 
American Institute cargo clauses. 


i) Packing List 


This is an itemized list of the articles under a shipment which is prepared 
by the shipper and sent to the consignee for accurate tallying of the delivered 
goods. It is also called bill of parcels, packing slip, or unpacking note. 


A packing list is usually included in each shipping package giving the quantity, 
description and weight of the contents, with copies sent to the importer. 
It is often required by Customs authorities to facilitate spot checks or thorough 
investigation. It does not necessarily give information regarding cost or 
price of the goods. 


3.1. iii Transport Documents 


List of transport documents includes: 


* Bill of Lading and its variations 


* — Mate's receipt 

* — Non-negotiable Seaway Bill 

* Multimode Transport Document 

* Combined Transport Document 

> — Airway Bill / Air consignment Note 
* Post Parcel / courier receipt 

* Forwarding agent's receipt 

* — Railway consignment Note/Railway / Truck receipt 
* — Transshipment bill 

* — Transshipment Permit 

* — FIATA Bill of Lading 


The table below shows various modes for transportation of cargo in cross 
border trade along with the types of transport document issued in each 
case. A brief commentary on these transport documents is given in the 
following pages. 
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a) Bill of Lading 


a.i General description 


A Bill of Lading (BL) is a memorandum regarding contract of carriage of 
goods signed by or on behalf of the master of a ship, certifying that goods 
have been received on board in good order for transportation and delivery 
as specified in the document. 


It is a receipt given by the shipping company upon shipment of the goods 
as document of title to the goods, enabling the consignor to transfer the 
title through endorsement in favor of the issuing bank. Upon payment by 
the importer for the bill, the issuing bank endorses the BL in his favorby 
affixing its seal along with the bank official's signature and hands it over 
to the importer, who submits it to the shipping company in order to take 
delivery of goods. 


Bill of lading is a quasi-negotiable document because, unlike a bill of 
exchange, the transferee takes it subject to equities. (The transferee will 
not have better title than the transferor.) However, in the USA, according 
to the Bill of Lading Act 1916, a Bill of Lading is considered a fully negotiable 
instrument if it was issued in the USA. 


a.ii Bill of Lading - legal definition 


i) A formal receipt issued by the ship-owner or master of the ship 
acknowledging that goods of the stated specifications, quantity 
and condition have been received into the custody of the shipping 
company for the purpose of shipment or is on board a certain ship. 


ii) A memorandum of the contract of carriage, repeating in detail, the 
terms of the contract which was concluded prior to the signing of the 
bill; and 


iii) A document of title of goods enabling the consignee to dispose of 
goods by endorsement. 


Bills of Lading (BL)are usually made out in a set of three (or more, and the 
same is specified on the BL). The exporter is required to submit the complete 
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set together with the mate's receipt to the shipping company which calculates 
the freight amount on the basis of measurement or weight as certified by 
the recognized Chamber of Commerce. On payment of freight, the shipping 
company returns the BL duly signed and stamped. If required, the exporter 
may obtain additional copies of the BL. In some cases, the exporter may 
have the BL made out to his own order or in the name of the bank. 


The consignee or the consignor, as the case may be, may transfer the bill 
either by: 


* An endorsement, which names the transferee to whom the delivery 
is to be made 


* By an endorsement in blank (i.e. without naming an endorsee). 


A bill of lading is perhaps the most frequently used transport document for 
international trade. A documentary credit specifies what type of bill of 
lading is required; it also indicates what additional information must be 
shown on the bill of lading. 


A bill of lading normally embodies the following information: 


a. Name of shipping company 
b. Name of shipper (usually the exporter) 
c. Name and address of the importer (consignee) or ORDER 


d. Name and address of the notify party (the person to be notified on 
arrival of the shipment, usually the importer) 


e. Name of the carrying vessel 
f. Names of ports of shipment and discharge 
Shipping marks and numbers identifying the goods 
Brief description of goods (possibly including weights and dimensions) 
i. Number of packages 
j. Whether freight is payable or has been paid 
k. Number of originals in the set 
|. Signature of ship's master or his agent 


m. Date on which the goods were received for shipment and/or loaded 
on the vessel (this must not be later than the shipment date indicated 
in the credit) 


n. The signature of the exporter (or his agent) and his designation, 
if applicable. 


Bills of lading are usually made out and signed in sets of two or three 
original copies known as negotiable copies, any one of which can give title 
to the goods. The number of copies in a set is shown on each copy along 
with non-negotiable (unsigned) copies, which are not documents of title 
and are normally used only for record purposes. The credit will indicate how 
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the various copies of the BLare to be distributed.The reverse 
side of the BL bearsthe terms and conditions of the contract of carriage. 


The clauses on most bills of lading are similar in effect, if not in wording. 
For shipment under credit, a bill of lading must be "clean", i.e. contain 
no super imposed clause recording a defective condition of the goods or 
their packing. 


The goods can be consigned to 'ORDER', which means the importer can 
authorize someone to collect the goods on his behalf. In this case, the 
exporter will endorse on the reverse of the BL. If the importer (consignee) 
is named, the goods will only be released to him, unless the importer 
transfers his rights by endorsement (the bill of lading must however provide 
for this). 


a.iii Various forms of Bill of Lading 


i. "Shipped" or "Shipped on Board'"bill of lading indicates that the 
goods have been received on board ship and will bear a clause to that 
effect. 


ii. A "Received for Shipment" bill of lading merely signifies that the 
shipping company has the goods in custody, but they have not yet 
been placed on board the vessel. It will be marked as "Shipped on 
Board" (or similar) by the shipping company after the goods have been 
placed on the vessel. This is known as an "on board" notation and 
should be dated and signed or initialed by the officials of the shipping 
company. 


iii. Through Bill of Lading: If sea transportation is only a part of the full 
journey schedule during which overland transport is also to be used, 
then a "Through" bill of lading can be issued to cover all stages of the 
journey. 


iv. Clean Bill of Lading: A clean bill of lading bears no superimposed clause 
or a notation that expressly indicates the defective condition of the 
goods or the packaging. The bill of lading indicates that the carrier has 
received the goods in apparently good order and condition. 


v. Claused / Foul or Dirty / Unclean Bill of Lading: is a bill of lading which 
contains a superimposed clause expressly declaring that the goods or 
packaging are defective. In this case the ship master may refuse to 
accept liability for delivering the goods in good order and condition. 
This type of bill of lading is the opposite of a clean bill of Lading and 
is not acceptable to banks. 


vi. "Transshipment" Bill of lading is issued if the goods have to be off- 
loaded and re-loaded onto another vessel because there is no vessel 
available to complete the journey to the port of destination. The 
transshipment port will be shown on the bill of lading. 


vii. Container Bill of Lading: Containers play an important role in international 
business and "Container" bills of lading may be issued covering shipment 
of goods from port to port or from inland point of departure to inland 
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point of destination. It indicates that goods are being carried in a 
container as one cargo. 


Stale Bill of Lading:This is in effect the changed status of a regular 
bill of lading. When the original bill of lading reaches the consignee 
after the arrival of the vessel at the destination, it is declared a "Stale 
bill of lading". 


Charter Party Bill of Lading: (UCP- 600, Article 22) Charter party bill of 
lading is a document issued by a charter party which has hired a 
ship/vessel or full or part of the space in the ship/ vessel for his use. 
The charter party bill of lading is issued subject to the terms and 
conditions as agreed by the hirer and the ship owners. Charter party 
bills of lading are not acceptable to banks unless authorized under the 
subject LC, because the ship owner may refuse to deliver the goods if 
the charter party does not pay hire charges. 


House Bill of Lading:This is issued by cargo consolidators who collect 
cargo from various shippers for delivery to a shipping company in their 
own name. By combining the shipment from various parties, the 
consolidators are able to obtain bulk discount, which is better than the 
rates which an individual shipper has to pay. 


The shipping company issues one master bill of lading on the basis of 
cargo and the consolidator issues their own House bill of lading. The 
master bill of lading is sent to the cargo consolidator(s) and to their 
agents at the port of discharge to take delivery of the entire cargo. The 
consignee holding the House bill of lading takes delivery of goods from 
the agent on presentation of the document. 


Short form Bill of Lading:This is a type of shipping document which 
does not bear full details of terms and conditions of carriage of goods 
that are normally printed on a full bill of lading. 


Direct Bill of Lading: When the shipment takes place in one vessel from 
port of loading to port of discharge, such bill of lading is called the 
Direct Bill of Lading. 


Straight Bill of Lading: When the bill of lading is made out in the name 
of the importer by deleting the words "or order", it is called a "straight 
bill of lading". Such bill of lading cannot be endorsed and is therefore 
not transferable. 


Liner Bill of Lading: Liner bill of lading is issued for ships operating 
to a strict schedule with a berth reserved at the port of destination. 
From the exporter's point of view this means that the goods will reach 
the buyer's country by a set date, rather than by vessel which may call 
at a number of ports en-route to the final destination. 


a.iv Mate's Receipt 


Mate's Receipt is issued by the Chief of Vessel after the cargo is loaded. It 
contains details that are similar to what is found in a bill of lading. Mate's 
receipt is a transferable document and must be presented immediately to 
the shipping company's office and exchanged for a Bill of Lading. 
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a.v Non-negotiable Seaway Bill 


Use of this document is fast growing in European, Scandinavian, North 
American and certain Far Eastern trade areas. Under UCP Article 21, banks 
will, unless otherwise stipulated in the credit, accept a document, however 
named, which appears on its face to indicate that the document covers all 
the terms and conditions of carriage relating to the goods in question and 
fulfills the normal requirement of documents under a credit and negotiable 
sea waybill. 


a.vi Multimode Transport Document 


A Multimode Transport document (UCP Article 19) covers a traditional ocean 
bill of lading and is one that allows for the contract of carriage from the 
place of receipt of goods to the delivery point by more than one mode of 
transport. The document, no matter how named, must appear to indicate 
the carrier's name and be signed by: 


* The carrier or a named agent for or on behalf of the carrier, or 


*  Ship-master or a named agent for or on behalf of the ship-master. 


Any signature by the carrier, master or agent must be identified as that of 
the carrier, master or agent and information in the document must match 
with the LC terms. 


xvii. Combined Transport Document 


Owing to growing use of containerized transport, these days goodsare 
transported from the place of "taking charge" of the cargo (container) to 
a place of "delivery" in the same container, but via different modes of 
transport, i.e. by lorry to a sea port where the container will be loaded on 
to a ship, shipped to a port of destination, unloaded, transferred to another 
lorry, and then by road, to the place of delivery. 


The goods (container), although carried by two or more modes of transport, 
are shipped under a single contract of carriage of goods, so a single bill 
of lading is issued and it is known as a "Combined Transport Document". 


a. viii Shipping Guarantee 


When the consignee is not able to get the goods cleared from the port 
because either the shipment has arrived before the documents or any other 
reason,he has to obtain a bond, known as a "Shipping Guarantee" from his 
bank to get delivery of the goods from the port authorities. For issuance 
of a shipping guarantee (SG), the importer is required to surrender with the 
banka cash margin equal to 110% of the shipment value, along with an 
undertaking to the bank that the documents, notwithstanding any discrepancy, 
are acceptable to the importer. Option of SG is taken by the importer to 
avoid: 


* Paying demurrage. 


* Reduction of market share due to early entry of competitors into the 
market before him. 
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* — Incase of seasonal imports, delay in clearance might reduce marketability 
of the goods imported. 


* Possible damage to perishable and sensible goods. 


* Financial losses (where goods have been financed, capital is tied up 
in stocks which willrestrict further borrowing and increase interest to 
be paid to the financiers). 


a.viii. 1 Risks in issuance of shipping guarantee 


Banks all over the world have suffered losses due to a sometimes casual 
approach to handling of shipping guarantees.With in this context, a few 
potential risks are listed below.However, specific business needs may 
influence additions to this list. 


*  $G issued using an improper format (not duly vetted) might not contain 
suitable clauses to protect the issuing bank's interest, which may have 
an adverse effect on the bank's legal positionin case of a dispute. 


* [tis common among customers to submit a fax copy of the commercial 
invoice or a fax invoice for issuance of $G.Action on such a document 
could result in possible fraud. 


* — Although not common, if a shipping guarantee is issued under collection 
transactions, the bank has no assurance that the original documents 
will be routed through them. 


* Outstanding guarantees are demand liabilities to the issuing bank and 
payable at any time, therefore lax follow up of these cases with the 
importer, particularly after release of shipping documents,could result 
in a high degree of contingent liabilities, which might adversely impact 
the capital adequacy ratio of the issuing bank. 


* — If the customer gets a SG issued against an under value dinvoice, this 
would be an infringement of the exchange control regulations. When 
a shipping guaranteeis issued to release a shipment under documentary 
credit, it is deemed that the customer has accepted all discrepancies. 
However, in a case where the original documents are received without 
a bill of lading, such discrepancy neither should be waived nor remittance 
be made unless the original bill of lading is produced. 


a.ix Airway bill/ Air consignment note 


An ait waybill is a receipt for goods for dispatch by air. It equates with the 
bill of lading but is not a document of title and the importer can also take 
possession of goods without it. This aspect of an airway bill is against the 
interest of the exporter as, despite doing the needful, if the importer is 
bent upon air waybills (or "air consignment notes" as they are also known) 
they are issued in a set of a minimum of three and up to sets of ten or more. 


The LC may ask for certain specific information or instructions to be shown 
in the airwaybill but the following details are normally given: 
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a) Names and addresses of the exporter, importer and the carrier (airlines) 


b) The names of the airports of departure and destination together with 
details of any special route 


c) Date of the flight 

d) Declared value for Customs purposes 

e) Number of packages with marks, weights, quantity and dimensions 
f) Freight charge per unit of weight/volume 

g) Description of the goods 

h) Whether freight charge has been prepaid or will be paid at destination 
i) Signature of the exporter (or his agent) 

j) Place and date of issue 


k) Signature of the issuing carrier (or his agent) 


The airwaybill should also bear the carrier's stamp indicating the flight 
number and departure date on which the goods were sent. 


a.x Post parcel / Courier Receipt 


A post parcel receipt is issued by the post office for goods sent by parcel 
post. It acts both as a receipt and proof of dispatch. It is not a document 
of title,although goods which are sent by post are consigned to the party 
specified in the documentary credit. 


a.xi Forwarding agent's receipt 


A forwarding agent arranges the transport of the goods and issues a 
receipt stating that he has taken charge of the goods for delivery to the 
importer. The forwarder is often the agent of the importer and exporters 
should ensure that the details on the receipt are exactly as required by 
the credit before relinquishing control of the goods. 


a.xii Rail/ Road Consignment Notes / Truck receipt 


Such documents are issued by the rail authorities or road haulage companies 
as receipts for the goods accepted for consignment. They are not documents 
of title and the goods are released to the importer on application, provided 
the importer has proof of identification. They should show the name of the 
importer, the date of dispatch, bear the stamp of the issuing authorities 
and be marked 'Freight Paid' where appropriate. 


a.xiii Transhipment bill 


When cargo is transferred from one ship to another; it is called transhipment. 
Sometimes shipping companies do not have direct a shipping service to the 
port of discharge. In such cases, goods are taken by one vessel (ship) to a 
port from where they are transferred to another vessel for delivery to the 
port of discharge. 
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a. xiv Transhipment Permit 


The transshipment permit is permission for the transshipment of goods 
from the vessel on which the same were booked originally onto another 
for onward transportation to final destination. 


a.X FIATA Bill of Lading 


FIATA stands for International Federation of Freight Forwarders Association. 
Under FIATA, transport documents are issued under license only to members 
of FIATA or affiliated organizations, for example The Institute of Freight 
Forwarders Limited. The exporter receives the forwarder's receipt in exchange 
for the goods. The FIATA bill of lading is a combined transport document, 
which is issued by a member of the Institute of Freight Forwarders in 
member countries. 


A FIATA bill of lading is approved by the International Chamber of Commerce 
and is acceptable to banks. A FIATA Combined Transport Bill of Lading serves 
as evidence that a freight forwarder is acting as a principal, i.e. accepting 
carrier responsibility for performance of the entire contract of carriage and 
responsibility for loss or damage. 


3.1.iv Official Documents 


* Certificate of Inspection 

> Certificate of Origin 

* — Health/ Veterinary Certificate 

* GS.P. Certificate 

* Product Testing Certificate 

*  Shipper's Export Declaration (SED) 


a.i Certificate of Inspection 


A Certificate of Inspection is issued by an approved inspecting organization 
after inspection or examination of the goods. It is used to ensure that the 
goods to be shipped are of the required standard and quality. While calling 
for a certificate of inspection in the LC, terms such as "first class", "Well 
known", "qualified", and "independent" etc., should not be used to describe 
the issuer. If used, or where the credit does not stipulate by whom such 
documents are to be issued and their wording or data content, banks will 
accept the relative documents as presented. 


a.ii Certificate of Origin 


The Certificate of Origin is an instrument to establish evidence of the origin 
of goods imported into any country. The certificate is issued under the ambit 
of the Rules of Origin of any importing country that grants such concessions 
to tariffs or merely stipulates a non-preferential certificate without granting 
any tariff concession. Generally it has to be authenticated by a Chamber of 
Commerce of the exporter's country or as required by the LC. In some cases 
this certificate may be incorporated into the commercial invoice. 


Finance of International Trade and Related Treasury Operations 


The certificate contains details of the shipment to which it relates, i.e. origin 
of the goods, and bears signature and seal or stamp of the certifying body. 
If the credit calls for a "certificate of origin" without giving further details, 
banks will accept the document tendered even if issued by the beneficiary 
(seller), providing it is not inconsistent with the other documents. 


In addition to the certificate of origin, some countries require a Manufacturers 
Certificate stating that: 


* The goods being exported are manufactured in the country of the 
exporter. 


* The goods do not contain any raw material or components imported 
into the country of the exporter from anywhere. 


a.iii Veterinary / Health Certificate 


This may be called for when livestock/domestic animals /agricultural products 
are being sold. A veterinary certificate or a health certificate must be signed 
by the approved Health Authority of the exporter's country. 


a.iv G.S.P. Certificate 


The EEC (European Economic Community) countries comprising Belgium, 
Denmark, France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, 
Portugal, Spain, and United Kingdom have adopted the Generalized System 
of Preferences (GSP). Under this system, and subject to a qualification 
mechanism, goods manufactured and semi-manufactured in developing 
countries, including Pakistan, will be entitled to a concessional rate of import 
duty in these countries. As yet, Pakistan is not eligible for this concession. 


a.v Product Testing Certificate 


This is a certification from an authority that accredits the performance or 
constituents of products, systems, or components and data that the said 
product has passed performance tests and quality assurance tests or 
qualification requirements stipulated in contracts, regulations, or specifications. 
It is essentially required in case of export of dangerous goods, food, 
pharmaceuticals andhealthcare-related products. 


Goods Declaration Form (GDF) 


In Pakistan,a Goods Declaration Form (GDF) is required for every export 
consignment, irrespective of amount. It includes all the information contained 
in the relevant E-Form, including its reference number. It is Pakistan's 
equivalent of a Shipper's Export Declaration (SED) which is required by the 
U.S. Census Bureau for shipping single commodities valued at more than 
§ 2,500 USD, or for commodities requiring a license or itsexemption. 


A GDF is prepared by the exporter and submitted electronically,in substitution 
for physical submission of the E-Form and other documents to Customs at 
shipment time. As opposed to physical processing, in the case of electronic 
submission, the requirement to submit the E-Form is not applicable. 
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A copy of the duly certified GDF, along with other shipment documents, is 
also required by the bank for processing at their end. It is used for two 
purposes; first, it serves as a census record of the country's exports as a 
number of reports are prepared on the basis of these statistics; second, it 
serves as a regulatory document which helps the revenue collection process 
in a more organized manner. 


Apart from the last list of documents mentioned above, there are instances 
where the buyer can ask for additional trade transaction-specific documents 
which are not covered here. 


Summary. 


1. International trade is carried outin various manners &procedures 
So it is impossible to govern it with one set of rules. 


2. International Chambers of Commerce (ICC), France, have come 
up with various set of rules and recommended practices. 


3. Uniform Rules for Collections (URC 522). 
4. ISP 98 - International Standby Practices (Publication No. 590). 


5. UCP 600, also known as ICC publication No 600 which came into effect 
on July, 1 2007. 


6. International Standard Banking Practice (Publication 681. 
7. Incoterms 2010 (ICC publication 715). 


8. URR 725. The Uniform Rules for Bank-to-Bank Reimbursements under 
Documentary Credits ("rules"). 


9. URDG 758: The ICC Uniform Rules for Demand Guarantees. 


10. Documents used in trade are divided into four categories, e.g. financial 
documents, Commercial documents, Transport documents and Official 
Documents and a number of documents are found under each category. 


Discussion questions: 


1. Why it is essential to have different set of rules to govern international 
trade? 


2. When The Uniform Rules for collections were first published and how 
when the current version came into effect? 


3. Define the significance of ISP-98 and its purpose? 


4. When the latest version of UCP came into effect and from where it 
draws support and strength? 


How ISBP-681 is different from ISP-98? 
Explain the role of Incoterms in international trade transactions? 


What is the significance of URR-725 and define its applicability? 


a a 


When URDG-758 came into effect and what is its scope of enforcement 
with regard to issuance and handling of Guarantees? 
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16. 


17. 


18. 
19. 


20. 


21. 


22. 
23. 
24. 


Can Standby credits be governed under URDG-758, support your answer 
with reasons? 


. Describe the financial documents commonly used in international trade 


and their purpose? 


. What are the attributes of Bill of exchange? 


. Explain the advantages of bill of exchange in a trade transaction from 


seller's perspective? 


. Differentiate between a bill of exchange and promissory note? 


. List down the documents categorized as Commercial documents? 


How many types of invoices are involved in a typical transaction and 
what is their significance? 


Enumerate various types of transport documents and explain when are 
they used in international trade? 


Which transport document is also considered the 'document of title of 
goods' and what attributes makes it so? 


What is Charter party Bill of lading and when it is issued? 


Describe the risks associated with shipments under Charter party Bill 
of lading? 


Differentiate between Multi-mode Transport document and Combined 
Transport Document? 


What is the purpose of shipping guarantee and what are its benefits 
and risks involved? 


Can Airway bill be endorsed? 
Define the significance of Certificate of Inspection in a trade transaction? 


Explain the objectives behind issuance of Goods Declaration form (GDF) 
in Pakistan? 
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Partrour Local Market Regulations and 
Practices 


Chapter 1 


Student By the end of this chapter you should be able to: 


Learning Outcomes 
g = Recall the basic purpose and guidelines of the Import Policy Order 


= Recall the basic purpose and guidelines of the Export Policy Order 


= Recall the basic purpose and guidelines of the Foreign Exchange Manual 
(8th Edition, 2002) - Circulars - as amended by the State bank of Pakistan 


= Recall the basic purpose and guidelines of the Prudential Regulations 


= Recall the basic purpose and guidelines of the Anti-Money Laundering 
Rules, 2008 


= Recall the basic purpose and guidelines of the Bill of Lading Act, 1856 


= Recall the basic purpose and guidelines of the Negotiable Instrument 
Act, 1881 


= Recall the salient features of the Export Finance Scheme 


= Describe the preventive and monitoring mechanism to discourage misuse 
of the refinance schemes. 


= Recall the salient features of the SBP Export Finance Scheme Part - | 


= Recall the salient features of the SBP Export Finance Scheme Part - 2 


4.1 Overview of local regulations 
4.1.1 Import Policy Order 


Since 1947, Pakistan has been pursuing different trade policies keeping in 
view domestic and global situations. Prior to 1988, Pakistan's economic 
policies were by and large inward looking, with import substitution seen 
as an important element of the development process.However, since 1988, 
the country has followed an economic reform and structural adjustment 
program and the economy has taken steps towards more market orientation 
and openness. 


Pakistan's major imports are petroleum and petroleum by products, machinery, 
plastics, transportation equipment, edible oils, paper and paperboard, iron, 
steel and tea. Its main trading partners are the European Union, China, 
United Arab Emirates and the United States of America. 
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While Pakistan, as a member of the World Trade Organization (WTO), 
is obliged to remove disparity in tariffs and implement a uniform tariff 
regime, owing to various exogenous and endogenous reasons, the desired 
objectives are yet to be achieved. 


The current import policy of the country envisages achieving the following: 


* Reduction in trade gap and improvement in balance of payments 
situation. 


* Enhanced capacity buildingprocess for import substitution programs. 


* Importation to complement the efforts to increase competitiveness of 
our exports. 


* People-centered approach to imports to ensure sufficient supply of 
essential commodities such as foodstuffs. 


* Import of used industrial and commercial machinery by various sectors. 
* Import of used commercial transport vehicles under (TR Scheme). 
* Importation of imports from India. 


* Allowing import of diesel and fuel oil from India. 
4.1.ii Export Policy Order 


Barring a sole exception in 1952, it has always been a challenge for Pakistan 
to maintain a favourable balance of trade. According to WTO data, Pakistan's 
share ofthe global market has declined by more than 33% to 0.13% in 2009 
from 0.21 % in 1999. The reason is simple. So far, growth in the country's 
exports has not been able to keep pace with its imports, so understandably, 
over the decades, growth in exports has been the bedrock of the country's 
export policy. However, the desired objectives have not been achieved, 
which may be attributed more to a variety of domestic reasons than anything 
exogenous. The country's main exports comprise textiles, garments, rice, 
furniture, cotton fiber, cement, tiles, marble,leather goods, carpets, rugs 
and food products, etc. 


Salient features of the current export policy are: 


* Achieve a growth of 13% in exports 

* Diversification of export products and markets 
* Enhancing competitiveness of exports 

* Support capacitybuilding efforts of exporters 

* Temporary importation for re-export purposes 
* Zero rating of exports 

* Promote trade in services 


In February 2011, the government formally banned the export or 
transshipment of nuclear materials, missile parts and biological weapons 
from Pakistan and subjected the export, re-export, trans-shipment and 
transit of all the control list of commodities as part of its Trade Policy 2011 
measures. 
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4.1.iii Foreign Exchange Regulations Act, 1947 


Foreign exchange policy and its operation in Pakistan is formulated and 
regulated in accordance with the provisions of the Foreign Exchange 
Regulation Act, 1947 (also known as Act No. VII of 1947 dated 11th March, 
1947). 


The object of this Act is to regulatedealings in foreign exchange, securities, 
import/export of currency and bullion. Under the Act, the basic regulations 
are issued by the Government of Pakistan and the State Bank in the form 
of Notifications which are published in the official Gazette. 


The Act, as amended to date, is reproduced at the end of the State Bank 
Foreign Manual2002 as Appendix I. Notifications issued by the Government 
of Pakistan under the Act, except those issued in terms of sub-section (2) 
of Section 19, sub-section (2) of Section 23 and Section 23-B are reproduced 
as Appendix Il and those issued by the State Bank are reproduced as 
Appendix Ill. 


In addition to the interpretation of various terms and provisions,the Act also 
provides guidelines for banks and other entities licenced to deal in foreign 
exchange. 


a) Criteria for issuance and cancellation of license to deal in foreign 
exchange 

b) Scope of operations and restriction on dealing in foreign exchange 

c) Acquisition by Federal Government of foreign exchange 

d) Restrictions on payments 

e) Operations of Special / Blocked accounts 

f) Restrictions on import and export of certain currency and bullion 

g) Power to regulate the uses, etc., of imported gold and silver 

h) Payment for exported goods 

i) Regulation of export, transfer and custody of securities 

j) Restrictions on issue of bearer securities 

k) Acquisition by Federal Government of foreign securities 

I) Restriction on settlement 

m) Power to call for information 

n) Supplemental provisions 

0) Contracts in evasion of this Act 

p) False statements 

q) Contravention of the Act and Penalty / procedure 


4.1.iv Foreign Exchange Manual (8th Edition, 2002) 


The Foreign Exchange Manual is a document prepared by State Bank of 
Pakistan in accordance with powers conferred upon it under the provisions 
of the Foreign Exchange Regulation Act 1947.Under this Act, the State Bank 
is responsible for day-to-day administration of Foreign Exchange 
Policy which is exercised through its Exchange Policy Department. 


Introduced in 2002, the Eighth edition of the Foreign Exchange Manual is 
an updated and revised version following publication of the seventh 
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edition of the Manual in 1992. Since then,innumerable developments have 
taken place in the regime of foreign exchange and post 1998, when Pakistan 
was faced with international sanctions, the economic reform process was 
once again introduced and it was deemed necessary to resume the path 
of liberalizing the foreign exchange regime. 


In the new scenario, the role of State Bank has changed from direct 
management of exchange control-related matters to that of providing 
guidance and ex-post monitoring. Accordingly, various controls specified 
under the previous Manual were eliminated and powers of decision 
making delegated to Authorised Dealers. This paradigm shift necessitated 
complete rewriting and revision of the Foreign Exchange Manual. 


The current (eighth) edition is published in two volumes, i.e. Volume | 
consists of a summary of instructions issued to Authorised Dealers, the 
Foreign Exchange Regulation Act, 1947, the Notifications issued there under 
by the Federal Government and State Bank of Pakistan and the list of 
Authorised Dealers. Volume II consists of specimens of the prescribed forms, 
list of Chambers of Commerce and Industry and Trade Associations authorized 
to recommend business travel cases and scales of daily allowances, etc. 


4.1.v Circulars issued by State Bank regarding amendments to 
the Foreign Exchange Manual 


Amendments tothe regulations and provisions of the Foreign Exchange 
Manual are notified through F.E.circulars and Circular letters issued from 
time to time by State Bank Exchange Policy Department (EPD). These circulars 
are used by the banks and other entities licenced to deal in foreign exchange 
as reference in case of need, until they are either incorporated in the next 
edition of the Manual or are withdrawn. 


Each year, these circulars and circular letters are allotted a separate control 
number prefixed by the expression 'F.E Circular Number' or 'Circular Letter 
Number'.At the end of the year, a new control number is adopted for both 
types of notifications. These and other notifications issued by various 
departments of State Bank can be viewed at the following link: 
www.sbp.org.pk/circulars /circulars.asp. However, in order to avoid any 
errors or omissions, it is recommended that duly signed hard copies of 
these notifications should be obtained and kept on file for reference and 
distribution. 


4.1.vi Prudential Regulations issued by State Bank of Pakistan 


Typically, Prudential Regulations are sets of rules for financial institutions 
concerned with supervision of the conduct of these institutions and to 
regulate and limit their risk-taking activities. Such regulations aim to 
ensure the safety of depositors' funds and stability of the financial system. 


In Pakistan, Prudential Regulations for financial institutions are issued by 
their regulators, i.e. State Bank of Pakistan, whereas, pursuant to the 
amendments in the Companies Ordinance, 1984, whereby all the existing 
NBFls, with the exception of Modarabas and Development Financial Institutions 
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(DFls), have been re-classified as NBFCs. The Securities and Exchange 
Commission of Pakistan issues such regulations for Non-banking Financial 
Corporations. 


Given below is list of Prudential Regulations issued by State Bank of Pakistan. 


* Prudential Regulations for Agriculture Financing: Apart from definitions, 
the document has three parts, covering general regulations, specific 
regulations and regulations in respect of Loans for the Purchase of 
Machinery / Equipment. 


* Prudential Regulations for Corporate / Commercial Banking: 
These contain 13 regulations in respect of Risk Management, four 
regulations under Corporate Governance, five each under Customer Due 
Diligence / Anti Money Laundering and Operations. 


* Prudential Regulations for SMEs Financing: This comprises eleven 
regulations covering various aspects of SME financing. 


* Prudential Regulations for Consumer Financing: Besides laying down 
minimum requirements for consumer financing business, this document 
contains six regulations regarding facilities, exposure limit, reserve and 
margin requirements, twenty seven regulations about credit cards, Auto 
loans, Housing finance, and personal loans including loans for purchase 
of consumer durables. 


* Prudential Regulations for Micro Finance Banks: This document comprises 
thirty one regulations spanning the entire risk-based operations of Micro 
Finance banks. 


These regulations can be downloaded from the following link of the 
official website of State Bank: 
http://www.sbp.org.pk/publications/prudential/index.htm 


The Prudential Regulations do not supersede other directives issued by 
State Bank of Pakistan in respect of areas not covered in these documents. 
Under the Banking Companies Ordinance, 1962, any violation or 
circumvention of these regulations would render the bank/Development 
Financial Institution and / or officer(s) concerned liable for penalties. 


4.1.vii Anti-Money Laundering Ordinance 2007 


The menace of money laundering is one of the root causes of loss in 
government revenues. It also has logical connections to terrorist financing, 
against which Pakistan has been fighting for many decades. However, in 
the absence of appropriate legislation and legal coverage, it has been an 
uphill task for the law enforcers to catch and prosecute the culprits. 


After years of debates and deliberations, in September 2007, the Government 
of Pakistan promulgated the Anti-Money Laundering Ordinance. 


This Ordinance defines the offence of money laundering as: 
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"A person shall be guilty of offence of money laundering, if the person: 


(a) acquires, converts, possesses or transfers property, knowing or 
having reason to believe that such property is proceeds of crime; 


(b) renders assistance to another person for the acquisition, conversion, 
possession or transfer of, or for concealing or disguising the true nature, 
origin, location, disposition, movement or ownership of property, knowing 
or having reason to believe that such property is proceeds of crime. 


The Ordinance, amongst other information, also contains an announcement 
regarding the following: 


* Punishment for money laundering. 


* Establishment of National Executive Committee to combat money 
laundering. 


* Establishment of Financial Monitoring Unit to be housed in SBP or at 
any other place in Pakistan. 


* Procedure and manner of furnishing information by the financial 
institutions. 


* Attachment of property involved in money laundering. 
* Swift investigation. 
* Vesting of property in Federal Government and management thereof. 


* Protection in certain cases for banking companies, financial institutions, 
etc., against civil or criminal proceedings. 


Subsequently, certain clause of this Ordinance were hotly debated by law 
makers of the country and after a process that lasted more than two years, 
in November 2009, the amended version of the Anti-Money Laundering 
Law was approved by the National Assembly Standing Committee on Finance. 


4.1.viii Anti-Money Laundering Rules, 2008 


Based on the above Ordinance, in November 2008, the Ministry of Finance 
and Revenue, Government of Pakistan, by means of an extraordinary 
Gazette notification, published the Anti-Money Laundering Rules 2008. 


The rules cover: 


* Maintenance of record and material by investigation agencies. 
* Cooperation of Financial Monitoring Unit (FMU) with foreign intelligence 
and law enforcement agencies. 


* Management of forfeited properties. 
* Records received from places outside Pakistan. 


While anti-money laundering rules are just one step in the right direction, 
the effects will hopefully be seen in the times to come, subject to application 
of the rules across the board, without any exception or distinction. 
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4.1.ix -Anti-Money laundering Act - 2010 


Pakistan further strengthened its AML/CFt framework through the Anti- 
Money Laundering Act 2010 which by criminalized money laundering 
offences in Pakistan and included a wide coverage of predicate offences. 


The Act determines the procedure and manner of furnishing information on 
suspicious transactions by financial institutions to the Financial Monetary 
Unit (FMU) as per the procedure and manner laid down in the Act. 


4.1. x Bill of Lading Act 1856 


The above Act is based on the Bills of Lading Act, 1855 and comprises only 
three sections as defined below: 


i. Section 1: Rights under bills of lading vest in consignee or endorsee 
that would be subject to the same liabilities in respect of such goods 
as if the contract contained in the bill of lading had been made with him. 


ii. Section 2: The bill is not to affect right of stoppage in transit or claims 
for freight against the original shipper or owner, or any liability of the 
consignee or endorsee by reason or in consequence of his being such 
consignee or endorsee. 


iii. Section 3: Bill of lading in hands of consignee, etc., is conclusive 
evidence of the ship as against master, etc. 


According to critics of this Act, it is an outdated document which was enacted 
to overcome some difficulties in the common law of England which did not 
provide for further transfer of rights and liabilities under contract carriage 
to the transferee. However, section 1 cannot solve this problem as transfer 
of rights and liabilities is dependent upon the passing of property in the 
cargo to the transferee. Similarly, section 3 fails to achieve the desired 
objective because it states that the bill of lading in the hands of consignee 
or endorsee is conclusive evidence of shipment only against the master but 
not the ship owner. 


Nevertheless, the Bills of Lading Act, 1856 is still widely accepted and is 
applicable to bills of lading, seaway bills and ship's delivery order. 


4.1.xi Contract Act, 1872 


The general law of contract in Pakistan is contained in the Contract Act 
1872.(English decisions, wherever relevant, are also cited in the courts.) 
Amongst other details a "contract" is defined as an agreement enforceable 
by law, the essentials thereof are: 


(a) Intention to create a contract. 
(b) Offer and acceptance. 

(c) Consideration. 

(d) Capacity to enter into a contract. 
(e) Free consent of the parties. 

(f) Lawful object of the agreement. 
(g) Parties to the contract. 
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Writing is not essential for the validity of a contract, except where a specific 
statutory provision requires writing. An arbitration clause must be in writing. 
The Act also contains detailed commentary on each of the above fundamentals 
and their underlying elements. 


The Act also deals with permanent injunctions. Temporary injunctions are 
governed by the provisions of order of the Code of Civil Procedure, 1908. 


4.1.xii Negotiable Instrument Act 1881 


Also known as Act XXVI of 1881, dated 9th December, 1881, the above Act 
defines ‘Negotiable instrument' (refer to section 13) as well as laws relating 
to Promissory Notes, Bills of Exchange and Cheques. 


The Act states that every negotiable instrument shall be governed by the 
provisions of this Act, and no usage or custom at variance with any such 
provision shall apply to any such instrument. 


The Act, apart from providing interpretation of various terms used in 
transactions involving bills of exchange and promissory notes, also defines 
the rights liabilities and obligations of the parties involved, which covers 
the following: 


* Parties to Promissory Note, Bill of Exchange and Cheque. 
* Negotiation 

> Presentment 

* Payment and interest 

* Encashment. 

* Discharge from liability on Notes, Bills and Cheques 

* Notice and Dishonour 

* Noting and protests 

* Determining 'reasonable time' 

* Acceptance and Payment for honor and reference in case of need 
* Compensation. 

* Special rules of evidence. 

* Special provisions relating to Cheques, Bills of Exchange. 
* Law governing liability of parties to a foreign instrument. 
* Notary public. 


The Negotiable Instruments Act was passed in 1881; some provisions of 
the Act have become redundant due to passage of time, changes in methods 
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of doing business and technology changes. It aimed to regulate commercial 
transactions and was drafted to suit the requirements of business conditions 
then prevailing. However, the basic principles of the Act are still valid and 
it has stood the test of time. 


4.1.xiii State Bank of Pakistan Export Finance Scheme 


Since 1973, State Bank of Pakistan, with the objective of promoting exports 
from Pakistan, has been offering the Export Refinance Scheme (EFS) to 
banks on preferential terms in order to provide financing to their exporting 
customers at concessional rates. 


The Scheme operates in two parts, i.e. Part | and Part Il. Under Partl, the 
finance is given on pre as well as post shipment basis to finance eligible 
exportable commodities. This facility is transaction based with coverage 
to the extent of 100% of the Export Order / Contract / LC. 


Under Part Il, an exporter may avail of the export finance limit, which 
is in relation to his last year's export performance in respect of eligible 
commodities. The limit is available on a revolving basis for the fiscal year. 


It is available at a preferential rate to direct and indirect exporters,trading 
companies, SMEs and emerging exporters who have reported exports upto 
the equivalent of US $ 2.5 million in the preceding year.Similar incentives 
have been offered within the ambit of the Islamic Banking model. These 
schemes will be discussed in detail under section 5.2.2 under the heading 
‘Export financing’. 


Since banks are the "front office" of the State Bank in respect of the Export 
Finance Scheme, it is their responsibility to ensure that the scheme is not 
misused.The State Bank has repeatedly advised the commercial banks to 
develop an effective mechanism to vet and monitor each case at pre and 
post disbursement stages. Alternatively,banks are required to maintain 
registers to keep records from where SBP inspectors may obtain the data 
for inspection of cases of EFS. 


Banks, in addition to taking charge of documents,are also required to obtain 
a written undertaking from the exporter regarding the authenticity of the 
transaction and that the financing will be utilised for the purpose for which 
it is obtained. 


State Bank of Pakistan has also implemented controls to monitor the EFS 
portfolio and prevent misuse of the same.Some of these measures are: 


* Submission of EE statement by exporter on yearly basis and its due 
verification by State Bank which determines borrower's limit under EFS. 


* Duplication of financing under a single order is not allowed. 
* Wrong declaration to obtain financing is not permitted 
* Any violation of EFS rules attracts heavy mark-up penalties. 
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Non shipment under contract against which financing was obtained 
draws a penalty at the rate of Rs: 0.37 per thousand, per day for the 
period involved. 


Under Part Il of the scheme, the exporter is required to submit EP 
statement on showing performance for the last six months, otherwise 
no rollover of the facility is allowed. 


Any shortfall in performance under Partll attracts a penalty at the rate 
of Rs: 0.42 per thousand, per day for the period involved. 


Follow-up of overdue cases nevertheless remains the responsibility of the 
respective commercial banks. 


Summary. 


Ij 
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Since 1947 Pakistan has been pursuing different trade policies keeping 
in view domestic and global situations. 


Pakistan major imports are Petroleum & by-products, Machinery, Plastics, 
Transportation equipment,Edible oils, etc., and its main rading partners 
are European Union, China, United Arab Emirates and USA. 


With the sole exception of 1952, it has been a challenge to maintain 
a favourable balance of trade. 


Country's main export items are Textiles, Garments, Rice, Furniture, 
Cotton fiber, Cement, Tiles, Marble, Leather goods, Carpets, Rugs and 
food products, etc. 


Foreign exchange policy and its operations in Pakistan are formulated 
and regulated in accordance with the provisions of the Foreign Exchange 
Regulation Act, 1947. 


Foreign Exchange Manual is prepared by State Bank of Pakistan in 
accordance with powers conferred upon it under the provisions of 
Foreign Exchange Regulation Act 1947. 


The current (eighth) edition was published in 2002 and amendments 
in regulations and provisions of Foreign Exchange manual are notified 
through F.E circulars and Circular letters issued by State Bank Exchange 
Policy Department (EPD). 


Prudential regulations for financial institutions are guidelines for 
supervision of the conduct offinancial institutions and regulate their 
risk taking activities. Prudential regulations for the Agriculture Financing, 
for Corporate / Commercial Banking, SMEs Financing, for Consumer 
Financing and Micro Finance Banks have been issued by their regulators; 
i.e. State Bank of Pakistan. 


In September 2007, Government of Pakistan promulgated Anti-Money 
Laundering Ordinance. After deliberation for more than two years, the 
amended version of Anti Money laundering Law was approved in 
November 2009 by National Assembly standing committee on finance. 
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10. 


11. 


12. 


13. 


14. 


Based on the above ordinance, in November 2008, Ministry of finance 
& Revenue, Government of Pakistan, through an extraordinary Gazette 
notification published the Anti- Money Laundering rules 2008. 


Bills of Lading Act, 1855 comprises only three sections covering rights 
of consignee, consignor shipper under the Bill of Lading. 


General Law of contract in Pakistan evolves from Contract Act 1872. 
(English decisions, wherever relevant are also cited in the courts), it 
amongst other details defines "contract" as an agreement enforceable 
by law. 


Negotiable Instrument Act of 1881 defines the 'Negotiable instrument' 
(refer section 13) as well as laws relating to Promissory Notes, Bills of 
Exchange and Cheques. 


State bank of Pakistan Export finance scheme was introduced in the 
year 1973. It operates in two parts i.e. Part | & Part Il. Under Part-I, 
finance is given on pre as well as post shipment basis to finance the 
eligible exportable commodities, whereas under Part-ll, exporters may 
avail the export finance limit, which is in relation to their last year's 
export performance in respect of eligible commodities. 


Discussion questions: 


1. 


10. 


11. 


12. 


13. 


When Pakistan initiated the economic reform and structural adjustment 
program and what were the motives for the same? 


Enumerate major imports and exports of Pakistan? 
Define the objectives of World Trade Organisation (WTO)? 
Describe the key objectives of current import policy of the country? 


Describe the important change brought about in 2011, with regard to 
country's export policy? 


Define Foreign Exchange Regulation Act- 1947? 


What is the relevance between international trade and of State Bank 
of Pakistan Foreign Exchange Manual (eighth edition, 2002)? 


Describe the scope of prudential regulations in Pakistan's banking 
industry? 


Discuss Anti Money Laundering ordinance - 2007 and compare it with 
Anti Money laundering ordinance - 2009? 


How adherence of prudential regulations can influence the facilitation 
process of transactions in international trade? 


How Negotiable Instrument Act- 1881 has a relevance to international 
trade transactions? 


Outline salient features of State Bank of Pakistan Export Finance scheme? 
How financing under EFS, Part- II differs from Part- | of the scheme? 
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14. What penalty is imposed by SBP for non-shipment under a contract 
against which financing was obtained? 


15. What penalty is imposed by SBP for shortfall in performance under 
part-Il of EFS? 
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PatFive —sC Role of Banks in International 
Trade 


Chapter 1 


Student By the end of this chapter you should be able to: 


Learning Outcomes 
g = Discuss the role of correspondent bank in a trade transactions 


= Discuss Correspondent Banking strategies 
= Describe various services rendered by correspondent banks 


= Discuss the type/nature of credit lines used for different types of trade 
transaction 


= Discuss the roles and responsibilities of a confirming bank 

= Discuss the importance of scrutiny of documents for Negotiation 

= Discuss the various payment terms allowed under documentary credit 
= Describe the different routing mechanisms used by banks for LC advising 


= Discuss the types of disputes that can rise and the resolution forums 
available 


= State the concept of reimbursement undertakings and state its purpose 
= List and describe the different types of guarantees 

= Discuss the concept behind evaluating bank guarantees 

= Discuss basic risks common to all guarantees and possible mitigants 

= Discuss the important factors to consider when issuing a guarantee 

= Describe mechanics of bank guarantees 

= Discuss the Guarantor's liability under the guarantee 


= Discuss the Liability of principal or instructing party under their counter- 
guarantee 


= Discuss the process of making amendments to the guarantees 

= Discuss the process of accepting claims under guarantees 

= Discuss the process of payment under counter-guarantees 

= Describe the extinguishment of liability under guarantee 

= Discuss the impact of non - payment of claims under guarantees 
= Define the need for a Packing List 

= Recall the salient features of an Inspection Certificate 

= Recall the importance of an Insurance Policy/ Certificate 


= Recall the importance of a Product Testing Certificate 
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PatFive sole of Banks in International 
Trade 


Chapter 1 


Student By the end of this chapter you should be able to: 


Learning Outcomes - 
= Recall the importance of a Health Certificate 


= Recall the basic purpose and guidelines of UCP 600 

= Recall the basic purpose and guidelines of URDG 758 

= Recall the basic purpose and guidelines of URC 522 

= Recall the basic purpose and guidelines of URR 725 

= Recall the basic purpose and guidelines of Incoterms 2010 

= Recall the basic purpose and guidelines of ISBP 681 

= Recall the basic purpose and guidelines of ISP 98 

= Discuss the role of an issuing bank at expiry of the guarantee 


= Discuss the basic elements of communication between guarantor, 
instructing party and the principal 


= Discuss the salient features of Standby LCs 


5.1.1 LC Advising/ Confirmation/ Transfers and Documentary Collection 
5.1.1. i Introduction 


The overwhelming process of deregulation, diversification and product 
profiling in international banking over the last four decades has catapulted 
global banking into an era of superior information technology, financial 
innovation, reduced trade barriers, market economy and, above all, an ever- 
growing demand on respondents. Potential growth opportunities have 
encouraged leading banks with a global presence to increase their outreach 
and offer various brands of integrated services, particularly within the realm 
of international trade operations. 


Along with business flows have come numerous challenges, such as 
transaction risk, country risk, counterparty risk, as well as the threats 
posed by money laundering, terrorist financing and various types of 
economic and trade sanctions. 


Banks are now being watched more closely in the light of the Basel II 
(and now Basel Ill) requirements. Corporate governance and financial 
transparency have become new areas of concern for managements and 
Boards of Directors of financial institutions, while some banks are even 
being labeled by some governments as money-laundering institutions. 
The U.S. Patriot Act of 2001 scrutinizes correspondent banking activities 
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and relationships between banks of all sizes, categories and countries of 
origin for evidence of potential terrorist activities. This warranted a more 
systematic and professional approach by every financial institution, which 
can be termed as genesis of correspondent banking services. 


The origins of correspondent banking go back to the early 1800s in the 
U.S.A., when interbank deposits were established to provide a means of 
redeeming bank notes outside of one's own geographic area (John W.H. 
Gushee, SVP, The Arizona Bank, Phoenix, Ch. 73 Correspondent Banking 
Services). 


Generically, the international banking system has performed the function 
of an escrow between importers and exporters, with the objective of 
expediting the exchange of goods, value and documents representing title 
and payment. However, with the growth in international economic activities, 
an upsurge in cross-border trade and greater financial flows between trading 
partners was inevitable, as was the increase in respondents' expectations 
from banking services providers, which brought to the fore some efficiency- 
related issues. These and a few other factors, such as the quest by banks 
for higher fee-based income, have encouraged the development of 
correspondent banking services, also known as Financial Institutions 
Relationship, to emerge as a specialist group of banking services. 


5.1.1. ii Correspondent Bank Network 


Correspondent banking offers services in relation to financing international 
trade transactions or facilitating payments and transfers beyond borders 
for and on behalf of its clients, or interbank transactions in dealing in 
foreign exchange, money and capital market activities and their derivatives, 
or in establishing nostro accounts and other operating, investment and 
brokerage transactions. 


Correspondent banking plays an equally important role in domestic 
banking relationships by cultivating client-bank and bank-to-bank 
relationships. Banks located at major international financial centers, such 
as New York, London, Tokyo, etc.; serve thousands of domestic and 
international banks offering their services and products. 


Presently, over 39,000 financial institutions in more than 198 countries 
around the world offer international trade finance-related services, as a 
conduit between importers and exporters. This is only possible because 
banks have the required expertise and legal knowledge of provisions in 
different countries, and specialist staff to handle international trade 
transactions. Correspondent banking, besides core international banking 
services, is also now part of institutional banking. Relationships between 
banks manifest the formal arrangements based on mutually agreed principles. 
These financial institutions are licensed by regulatory authorities of different 
countries and operate under different legal frameworks. Bilateral relationships 
have to be subservient to these frameworks. Major international banks, 
through correspondent banking services, even manage the reserves of 
Central Banks or Ministries of Finance. For example in Hong Kong, Standard 
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Chartered Bank, Hong Kong & Shanghai Banking Corporation and Bank of 
China act as the note issuing authority in the territory, for and on behalf of 
Hong Kong Monetary Authority. 


Correspondent banking also facilitates commercial banking operations 
utilizing all the available capacities and departments of an institution to 
serve counterparty banks' needs and requirements worldwide through 
a network of branches, subsidiaries, affiliates, representative offices and 
"white label" agents. In other words, today's correspondent banking services 
are a vital link in the chain of international trade.A typical correspondent 
banking arrangement offers a range of interbank services in the broad 
categories listed below: 


a. General banking: Demand account, fund transfer, currency transfer, 
cheque clearing, collection, etc. 


b. Credit services:Loan participation, direct lending, credit information, 
miscellaneous services, i.e. direct leasing, factoring, or account 
receivables, etc. 


c. Portfolio & Investment Purchase, sale and trading of securities, and 
liquidity Services: instruments, safekeeping and custodial services and 
investment advice. 


d. International services: Operating services as defined above (a), financial 
services, e.g. issuance of documentary credit in its name for and on 
behalf of smaller respondent banks, counseling in completing complicated 
international transactions. Assistance to respondent correspondent in 
providing pre-export credit facilities to its local bank, arrange financing 
where bank guarantee or insurance as collateral would be required, 
trust, marketing and trust services, investment counseling. 


e. Management assistance: Management consulting, automatic data 
processing, business development, credit card services. 


f. Special services: Stock purchase plans, brochures and pamphlets on 
domestic and global economic outlook, statistical information on specific 
geographic areas, corporate cash management solutions, etc. 


5.1.1. iv Correspondent Banking - Various strategies 


If a bank's strategy is to penetrate foreign markets to serve its corporate 
and correspondent banking clients (respondents), various options, as defined 
below, are available for creating new relationships. 


a. Appointment of an "Agent" institution in foreign country 


When a commercial bank has occasional operations with banks or 
companies in a foreign country, it normally chooses an agent in that 
particular country for the purpose of realizing transactions and banking 
services to clients. The local bank is referred to as an agent bank. 
Conventionally, an Agency Arrangement is signed between the two banks, 
in which details of services and banking facilities are mentioned. It is a 
bilateral agreement for mutual interest. Unlike in the past when contacts 
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and correspondence were maintained primarily through bilateral telegraphic 
Test Keys and authorized signatures, today, Relation Management Agreements 
(RMA) have replaced the Test Keys and messages are sent by SWIFT. In 
reciprocity, the local agent performs the same duties to the "principal" bank 
as required in the Agency Arrangement. It is the most cost effective method 
of having a correspondent relationship; but it is also limited in scope, unless 
the bank opts to conduct operations with many "Agents" in each area 
offering diversified services and product scope. 


b. Establish and maintain relationship from the base location 


This is a typical strategy and the nomenclature of "Correspondent Banking" 
emanated from the role of banks striving for certain common goals of mutual 
interest. It is yet another cost efficient mechanism for having relationships 
with banks in different geographical regions on national or global levels. 
Maintaining and development of relationships is a matter of business strategy 
for each institution. For instance, major banks will either place International 
Banking Division or Correspondent Bank Relationships under International 
Business Development Division, or under International Banking, or under 
Corporate Banking services group. The strategy to operate from a base 
location saves a bank operating and staff costs for the location in question. 
Communication is carried out through SWIFT, emails and other means of 
advanced technology, or recurrent visits, as well as meetings during 
international conferences and the IMF/WB annual meetings. 


Once a major bank succeeds in augmenting its business volume in a particular 
country, the strategy of establishing a Representative Office becomes 
indispensable. 


c. Opening of a Representative Office in the defined geographic areas 


The Representative Office is a bureau which represents the foreign bank in 
a host country to promote its parent office in the local and the regional 
markets, in which case it becomes a Regional Representative Office. 
While the representative officer is expected to protect the existing inflows 
of business from competitors, one of his key objectives is ensure a 
permanent marketing presence and to connect corporate clients at the 
location who may be interested in marketing a product in the home 
country with local firms through the bank's head office, to improve the 
point of sale of the services and increase high quality business. 
Although a Representative Office does not transact any banking business 
and has no credit authority, it acts as a bureau of economic, financial and 
banking intelligence for head office. 


d. Setting up of branches or subsidiaries overseas 


This strategy is no doubt the most expensive of all options discussed 
above, which requires huge financial outlay and a sound Balance Sheet. 
This option has been used mostly by the U.S., European, Japanese as well 
as other banks that may have interests in specific countries for expansionary 
objectives, or banking beyond borders. Such outfits provide services including 
commercial, corporate and retail banking to respondents; financing local 
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banks, including trade finance, treasury, foreign exchange operations, etc. 
Branches of foreign banks compete with local banks for the business, but 
their presence "on the ground" brings in new ideas and products to the local 
market, and they also serve as centre's for advance banking, offering better 
training opportunities for local staff. 


Each strategy has its advantages, challenges, techniques and opportunities, 
as well as the cost of operations and revenue sources, and banks have to 
choose the path best suited to their business. Their efforts are supported 
by the global network of correspondent banking activities of the leading 
financial institutions in this area of business. 


5.1.1. v Services Rendered by Correspondent Banks 


Operating from various locations, correspondent banks provide the necessary 
services to financial institutions in almost every geographical region of 
the globe. 


Given below are the categories of credit and non-credit related services 
offered under correspondent banking: 


International Banking transactions 

Financial Market operations 

Syndications or loan sharing 

Banking Transactions services 

Market Information and other miscellaneous services. 


eoanwca 


a) International Banking transactions 


In these services, mostly in foreign currencies and within the ambit of foreign 
trade, the principal bank comes face-to-face with local and foreign 
counterparties in creating contingency items such as documentary credits, 
guarantees, assets and liabilities of the balance sheet. 


International banking transactions also include money market, foreign 
exchange and treasury transactions, offering hedging for the transactions 
with exposures in foreign exchange. 


Foreign trade transactions refer primarily to the financing of imports and 
exports. Exposures like credit confirmations, deferred payment undertaking 
and credit issuance and collections are contingent in nature and may be 
booked under non-funded credit lines provided they are approved by the 
credit and risk department. 


For all other services that call for liquid funds for and on behalf of the 
respondent bank, i.e. item (refer item # 11,12,13,14 & 15, below), the 
correspondent may either book them under fund-based credit lines or ask 
the respondent bank to provide suitable collateral against the transactions. 
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The list below shows the services normally offered by correspondents 
under both categories: 


1. LC Advising 
2. LC Confirmations 
3. Negotiation of sight and deferred payment documentary credit up to 


360 days period or more 

4. Bank to Bank reimbursements 

5. Silent confirmations 

6. Syndicated LCs 

7. Revolving L/Cs 

8. Standby L/Cs 

9. Documentary Collections 

10. Back-to-Back and transferable credits 

11. Bankers' Acceptances 

12. Refinancing of documentary credit 

13. Discounting of avalised Bills of Exchange - forfeiting 

14. Export Credit Agency covered and uncovered term financing for the 
export of capital goods and infrastructure equipment 

15. Pre-export financing - Red & Green clause credits 


These and other services or facilities can be provided with or without 
supplementary / additional collateral. 


b. Financial Market operations 


These services aim to assist respondent banks in the trading of government 
and other types of securities, whereby correspondent not only execute the 
transactions but also provide relevant services to guard (custodianship) the 
securities. Most banks operating in key financial markets offer an assortment 
of specialized securities servicing solutions, investment banking services as 
well as Treasury management and derivative products. 


c. Syndications or loan sharing 


The expansion of the Eurodollar and Eurocurrency markets in the 1970s led 
to a growth in banks' activities in syndications. At first the increase in 
deposits was from US multinational companies operating in Europe and 
later, it was on account of petrodollars. 


In general, syndicated loans are meant to finance either infrastructure 
projects, such as power stations, telecoms or business, etc., with long term 
maturities. They are not self-liquidating loans and the repayment depends 
on future cash flows of the project. 


d. Banking Transactions Services 


These services are primarily in relation to the demand account maintained 
by a respondent bank with the correspondent which is commonly known 
as a "Nostro account". It is used by banks to send or receive payments 
from other correspondents as well as for retail transactions, i.e. cash letter 
and cheque collections services and replenishing operating accounts. 
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Correspondent banks in major financial centre's offer a range of cash 
management products and services, including funds transfer, multicurrency 
outsourcing and Continuous Link Settlement (CLS) services. The 
automated system enables the respondent bank to monitor and track its 
balances and transactions in real-time, which in turn reduces settlement 
risk in foreign exchange and money market operations. 


Banking services also include issuance of guarantees, e.g. Bid Bonds, 
Performance Bonds, and Advance Payment Guarantees. 


To encourage interpersonal contacts and efficiency levels, some correspondents 
also offer training seminars, conferences, meetings, as well as periodic 
leisure and entertainment sessions for the counterparty officers for 
indoctrination and loyalty reinforcement. 


e. Market Information and miscellaneous services 


Leading banks with global footprints provide market intelligence services 
to their counterparties. These include information, opinion, comments 
and advice on stock market and foreign exchange rate movements and 
future outlooks in order to manage their investment portfolios profitably. 


Correspondents against a fixed and / or variable cost also provide other 
services such as confidential information on other banks, credit investigation 
reports, changes in central bank regulations, information on projects to be 
financed or changes in the status of banks, e.g. mergers, or devaluations. 


5.1.2 Credit lines in trade transactions 


Transactions in international trade cause two types of exposures, i.e. Fund 
based and Non-fund based. Details of the transactions in either category 
have already been mentioned above in heading (a) of 5.1.1.v. All funded 
or non-funded credit transactions in which there is a commitment of the 
correspondent for respondent banks require prior approval of credit lines 
and limits. 


Generally the process of credit approval is the responsibility of credit control, 
during which a credit report on the respondent bank is prepared which 
includes, among other things, financial analysis, performance and ratios, 
information about ownership structure, management, comments on 
shareholders, peer comparisons, risks involved, SWOT analysis and 
recommendations from the relationship or country manager. This report 
then goes to higher authorities with concurrence and additional comments, 
if any, for final approval. 


Once a line becomes operational, credit administration becomes involved, 
with the overall objective of managing and minimizing risks. This 
administrative unit monitors the compliance of the facility extended to 
the required conditions, as well as reporting and documentation. 
While providing a service, fund based or otherwise, to the respondent 
bank, the following four specific risk areas are liable to be present: 
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i. Transaction risk: This may arise from the large amounts transferred 
daily from bank-to-bank on verbal instructions, ostensibly on the assumption 
that each bank will be able to complete its end of the transaction as pledged. 


ii. Deposit risk: This can emanate from Demand accounts and/ or Term 
deposits which might be purchased to satisfy reserve requirements or as 
part of the investment portfolio. 


iii. Credit risk: Interbank lending is also an area of additional credit exposure, 
particularly with accommodations made as capital loans against existing 
lines of credit. 


iv. Settlement risk: The last area of interbank exposure that has emerged 
in recent years is in the field of foreign exchange trading, caused by the 
different geographical locations and time zones involved in a foreign 
exchange deal. 


5.1.3 Trade facilitation 
5.1.3. i Role and responsibilities of confirming bank 


As discussed above (Irrevocable confirmed documentary credit), if the 
exporter is not comfortable with the issuing bank's undertaking, a confirming 
bank can guarantee the payment / acceptance of draft and payment there 
under at maturity or negotiate under the credit (UCP 600, Article 8). 


Relevant confirmation charges are payable either by the importer or the 
exporter. However, as LC confirmations are sought by beneficiaries to 
mitigate their risk, so related charges are also normally borne by them, 
unless the sales contract specifies that confirmation and / or other charges 
outside the beneficiary's country are on the buyer's account. 


Request to add confirmation is normally made in the following manner: 


a. LC Confirmation by a particular bank in beneficiary's country This happens 
where the exporter is availing of credit facilities from the nominated bank 
that is willing to confirm the credit by taking risk on the exporter, rather 
than the LC issuing bank. 


b. LC Confirmation by a first class international bank If the beneficiary does 
not have any particular choice of confirming bank, then the LC issuing bank 
may choose a correspondent in the beneficiary's country to carry out the 
procedure. In this situation, the advising bank would also become the 
confirming bank. 


Since the confirming bank is involved in the transaction, it must monitor 
the process to ensure due presentment; therefore, in order to do so, the 
confirming bank restricts negotiation of the LC documents only to the 
confirming bank's counters. In other words, if the confirming bank is bypassed 
in the presentation of documents as per the credit terms, the confirmation 
obligation may not be effective. 


The decision of the confirming bank depends upon availability of suitable 
confirmation lines favouring the issuing bank, as well as internal approval 
by the credit administration of the bank. 
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For various reasons the advising bank may decline to add its confirmation 
and simply advise the L/C without engagement on its part. In such a situation, 
the bank must advise the issuing bank immediately of its decision (UCP 600, 
Article 8 d). 


5.1.3 ii Importance of scrutiny of documents for negotiation 


As we know, negotiation is the standard procedure followed by nominated 
banks to check documents presented under a credit before taking the 
decision about honouring the same in any of the following ways: 


a. to pay at sight if the credit is available by sight payment. 


b. to incur a deferred payment undertaking and pay at maturity if 
the credit is available by deferred payment. 


c. to accept a bill of exchange ("draft") drawn by the beneficiary 
and pay at maturity if the credit is available by acceptance. 


(UCP 600 Article 2) 


This procedure allows the nominated bank to scrutinize the documents to 
ensure that negotiation is made only if the same are in accordance with 
the credit terms. 


While UCP 600 Article 14 provides guidelines regarding the standards for 
checking of documents by nominated / confirming banks, scrutiny of 
documents, which is a fundamental step in the chain of LC transaction, is 
also subject to local banking laws and recommended best practices, as well 
as exchange control regulations(this was discussed in detail in Chapter 
2, International Trade). 


5.1.3. iii Payment terms allowed under documentary credit 


Depending on the terms agreed between the importer and the exporter, 
normal documentary credits can be issued using any one of the following 
four payment terms: 


a) By payment 

b) By negotiation 

c) By deferred payment 
d) By acceptance 


For more details of these terms please refer to Chapter 2. 
5.1.3. iv Routing mechanisms used by banks for LC advising 


As discussed above, the correspondent banking network is a precondition 
for the effective execution of international trade transactions or facilitating 
payments and transfers beyond borders. 


Banks within a large network are not only able to route the import and 
export business originating from within, but receive reciprocal trade 
finance and clean payment business from correspondent banks all over 
the globe, thereby adding to the banks' revenue streams. 
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Understandably, for LC routing, the issuing bank's priority is to look for 
a correspondent that is not only efficient and cost effective but also 
preferably in close proximity to the beneficiary's place of business. 


The following LC routing options are available to the issuing bank: 


1. If the beneficiary has given the bank's details for advising, e.g. 
‘Bank one’, then the issuing bank may act in either of the following ways: 


a. Route the LC directly to the bank of the exporter's choice, 
provided a bilateral correspondent relationship arrangement exists 
with Bank one. 


b. If such a direct routing is not possible owing to the absence of the 
necessary arrangements with Bank one, then, subject to the 
beneficiary's consent, the issuing bank may route the LC through 
another bank in the beneficiary's country, e.g. 'Bank two' with whom 
an arrangement is in place. However, if the beneficiary insists on 
option (a) above, in this case the issuing bank can route the credit 
to its correspondent (Bank two) with instructions to advise the 
credit through Bank one. This method would be expensive as it 
entails double advising charges, as credit will be routed by two 
banks instead of one. 


2. Where the respondent bank maintains a relationship with the correspondent 
at global level, the credit can be routed through the correspondent's network 
using a centralized SWIFT Bank Identification Code (BIC). 


3. In situations where only certain locations of the correspondent's network 
are included in a Relationship Management Agreement (RMA) and credit 
is to be advised through yet another location, the respondent bank, with 
prior consent of the correspondent, may route the credit through their main 
branch with a request to re-route it to the relevant location for advising. 


4. In order to achieve economies of scale, large multinational banks set up 
central or regional 'Trade Processing Hubs' at key locations, e.g. Hong Kong, 
Malaysia, India, Ireland, etc., and respondent banks, under an agreement 
with correspondent banks, route LCs to these hubs for reissuance and 
advising. Electronic transmission and tailor-made software makes re-issuance 
a seamless process. 


Except in the case of 1, a, above, various factors come into play when 
deciding about routing a credit, the foremost being the expectations 
regarding the efficiency level of the correspondent, because any mishap 
in the handling of business would have a direct impact on the issuing 
bank's relationship with the importer. The price schedule of the 
correspondent for the services offered is just as important because it also 
directly affects the customer. Obviously the respondent bank looks for 
an option where it can get the best possible service at an acceptable price. 


In addition, there are considerations of business reciprocity, i.e., since the 
respondent bank is routing certain business to the correspondent, it expects 


Finance of International Trade and Related Treasury Operations 


that some business will flow in from the other end as well, moreover, the 
interpersonal relationship of the officials at both ends play a crucial role in 
strengthening the business relationship between the two banks and frequent 
meetings and visits are known paths for this ongoing process. 


5.1.3. v Disputes and dispute resolution 


Disputes in trade transactions are a fact of life and those under documentary 
credits are no exception to this rule. Disputes are due primarily to operational 
inefficiencies of the banks involved and /or in situations when one of the 
trading parties is allegedly exposed to potential losses because the other 
party has failed to perform in accordance with the credit terms, i.e., late 
advising of credit, delayed shipment, shipment of poor or wrong quantity 
and quality of merchandise, incorrect documentation, release of payment 
against incorrect documents, etc., and many more. 


Although extraordinary situations warrant special treatment, disputes of 
a routing nature are mostly tackled in the following manner. 


In cases of operational inefficiency, more often than not the branch 
concerned of the aggrieved party's bank takes up the matter with its 
counterpart and they resolve the issue through a bilateral process. 
However, if this approach does not yield the desired result, then the 
matter is taken up by the correspondent relationship division of the bank 
with its counterpart at the other bank. A more professional approach, 
coupled with mutual business considerations at that level, may lead to 
an acceptable solution. 


Most of the disputes are resolved using the above two approaches in 
which a flexible approach of the parties concerned is a key determinant. 
However, if the matter remains unresolved, then the bank of the aggrieved 
party has the option of seeking an authoritative and impartial opinion 
from 'DOCDEX', i.e. Documentary Credit Dispute Resolution Expertise, 
which is a unit within the Secretariat of the ICC International Court of 
Arbitration. There is a cost attached to this approach, and although the 
opinion expressed by DOCDEX is not legally binding on the parties 
involved, its verdict carries the moral weight of internationally recognised 
trade covenants and standard banking practices. 


Other disputes between the importer and the exporter with regard to 
violation of the contract terms and / or non-performance thereof are legal 
issues and the aggrieved party may take action against the accused party 
in the appropriate manner. 


5.1.3. vi Reimbursement undertaking and its purpose 


Every documentary credit contains reimbursement instructions and the 
nominated bank can claim reimbursement accordingly. However, at times, 
a nominated bank, at the behest of the beneficiary, may ask the issuing 
bank for a Reimbursement Undertaking (RU) against the credit in 
question. Subject to authorization from the issuing bank, this undertaking 
is issued by the reimbursing bank, favouring the bank which is likely to 
lodge the claim under the said credit. 
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In terms of Article 2.g of ICC Uniform Rules for Bank-to Bank Reimbursement 
under documentary credits (URR 725), "Reimbursement undertaking" means 
a separate irrevocable undertaking of the reimbursing bank, issued upon 
the authorization or request of the issuing bank, to the claiming bank named 
in the reimbursement authorization, to honour that bank's reimbursement 
claim, provided the terms and conditions of the reimbursement undertaking 
have been complied with. 


A reimbursement undertaking is a source of additional comfort for the LC 
beneficiary without incurring the confirmation cost. This option is far cheaper 
than confirmation fees and can also be taken up in cases where the 
beneficiary's bank, in spite of not having any confirmation line for the issue, 
is willing to confirm the credit as an accommodation to the beneficiary who 
may be its valued customer. Therefore, in order to mitigate payment risks 
against the same, the bank may ask for a reimbursement undertaking. 


URR 725, article 9- e, specifies that a reimbursement undertaking must 
indicate the terms and conditions of the undertaking and: 


i. the credit number and name of the issuing bank; 

ii. the currency and amount of the reimbursement authorization; 

iii. additional amounts payable and tolerance, if any; 

iv. the currency and amount of the reimbursement undertaking; 

v. the latest date for presentation of a claim, including any 
usance period; 

vi. the party to pay the reimbursement undertaking fee, if other than 
the issuing bank. 


It may be noted that under such an arrangement it is not required to 
draw a sight draft on the reimbursing bank. 


Summary. 


1. The origin of correspondent banking dates back to early 1800s in the 
USA., when interbank deposits were established to provide a means 
for redeeming bank notes outside of one's own geographical domain. 


2. Correspondent banking offer services in relation to financing international 
trade transactions or facilitating payments and transfers beyond borders 
for and on behalf of bank's clients or interbank transactions. 


3. Over 39,000 financial institutions in more than 198 countries around 
the world offer international trade finance related services. 


4. A typical correspondent banking arrangement offers a range of services 
under General Banking; Credit, Portfolio & investment, International 
banking, etc. 


5. Correspondent banking services are offered through appointed agent 
bank in foreign land, maintaining relationship from base location, set 
up representative office, branches or subsidiaries abroad. 


6. These banks offer various services under International Banking 
transactions, Financial Market operations, Syndications or loan sharing, 
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Banking Transactions services, Market Information & other related 
services. 


Disputes in trade transactions are primarily due to operational 
inefficiencies of the banks involved and /or when one trading parties 
is allegedly exposed to potential losses because the other party has 
failed to perform in accordance with the credit terms. 


In cases of operational inefficiency, the concerned bank takes up the 
matter with its counterpart and resolves the issue through a bilateral 
process; if necessary the matter is taken up by correspondent relationship 
division of the bank with its counterpart at the other bank. If the matter 
still remains unresolved then the aggrieved party's bank may seek an 
authoritative and impartial opinion from 'DOCDEX', i.e. Documentary 
Credit Dispute Resolution Expertise. 


Reimbursement undertaking is a source of additional comfort for LC 
beneficiary without incurring the confirmation cost. At times a nominated 
bank at the behest of beneficiary may ask the issuing bank for a 
Reimbursement undertaking (RU) against the credit in question. Subject 
to authorization from the issuing bank this undertaking is issued by the 
reimbursing bank favouring the bank which is likely to lodge the claim 
under the said credit. 


Discussion questions: 


1. 


10. 


AGE 


Role of Banks in International Trade 


Describe the significance of the role played by banks these days towards 
facilitation of international trade? 


Explain which factors led towards the concept of Correspondent Banking? 


How the events of September 2001 in USA impacted the scope of 
services under correspondent banking? 


As a service provider bank, what are the pre-requisites in order to offer 
correspondent banking services? 


How correspondent banking arrangements can help the customer 
(respondent) banks towards facilitation of international trade transaction? 


Describe broad categories of services offered under a typical 
correspondent banking arrangement? 


What business strategies are usually adopted by correspondent banks 
in order to get a foothold in foreign markets? 


What is meant by RMA (Relationship Management Agreement)? 


Can two banks still have RMA in absence of any correspondent banking 
agreement? 


Differentiate between working of a representative office and a branch 
or subsidiary in a foreign country? 


Describe the services offered by correspondent banks under 
International banking transactions, Financial Market operations, 
Syndication & Banking transactions? 
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12. Explain the process flow in correspondent bank for evaluation of 
exposure and sanction of credit lines in respect of trade transactions? 


13. Define 'Reimbursement Undertaking' (RU)? 
14. Why RU is issued and at whose initiative? 


15. In existence of reimbursement authority is it still necessary to give a 
reimbursement undertaking, give reasons in support of your answer? 


16. Which bank issues RU, explain the process flow? 
5.1.4 Issuance of Demand Guarantee / Standby LC 
5.1.4. i Introduction 


Doing business with overseas partners frequently involves more risk than 
doing business within the country. Since business information about the 
other party may not be adequate, it is not easy to judge its credentials 
and ability to perform. The same also holds true for the overseas entities 
that want to do business with domestic companies. This explains the 
importance of a guarantee as a safety net for both sides. 


5.1.4. ii Definition of Guarantee 


"A bank guarantee is an absolute and irrevocable undertaking of the issuing 
bank (guarantor) to effect payment against presentation of a written 
statement of the guarantee holder (beneficiary) to the effect that a given 
contractually agreed obligation has not been fulfilled. The guarantee is a 
unilateral agreement between the bank and the beneficiary which is 
concluded on behalf of a third party (applicant) usually the beneficiary's 
business partner." 


Over the decades, demand from buyers for demand guarantees, also known 
as Bonds, to support contractual obligations of suppliers / contractors has 
grown substantially. In the wake of ballooning amounts involved in contracts 
and the ominous possibility of litigation, the subject of foreign bonds and 
guarantees has gained greater attention in international trading. As mentioned 
in the introductory paragraph of Chapter 3, demand guarantees and counter- 
guarantees, unless excluded in the guarantee text, are governed by ICC 
Uniform Rules for Demand Guarantees, version 10, (URDG 758). 


Usually the following parties are involved in a guarantee/ bond: 


a) Applicant / instructing party (Seller): Performs the work covered 
by the guarantee/ bond (also known as the supplier or contractor, or 
exporter). 


b) Beneficiary (Buyer): Bonafide holder of the guarantee / bond (also known 
as the customer, client, employer or beneficiary). 


c) Guarantor bank, surety or insurance company: Issuer of quarantee/bond 
under provision of a written counter indemnity from the seller. 


It may be added here that the expressions ‘applicant’ and 'beneficiary' are 
the correct terms in connection with guarantees. However, in order to focus 
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on the trade aspect in this discussion, the expressions 'seller' and 'buyer' 
have also been used alternatively. 


5.1.4. iii Different Types of Demand Guarantees 
Basically, demand guarantees are issued in the following two ways: 
a) Direct Guarantee 


A direct guarantee is provided by the seller's bank directly to the buyer 
for which the seller may have provided suitable collateral in terms of cash 
deposit, an indemnity, or other form of security, against the cost of meeting 
claims, if any. It is built around three distinct contracts: the underlying 
contract between the seller and the buyer, counter-indemnity (reimbursement 
contract) between seller and its bank and the guarantee between the seller's 
bank and the buyer. 


A direct guarantee offers several advantages, including lower cost, because 
there are no fees or costs to be charged by a second bank in the foreign 
country. The most important aspect of these guarantees is that they are 
governed by the law of the guarantor bank's country, except when the 
text of the guarantee expressly stipulates the applicability of foreign law. 
Such a clause would be included at the request of the beneficiary but 
also requires consent of the issuing bank. Direct guarantees may be issued 
using any format subject to regulatory requirements, operational 
benchmarks of guarantor bank and mutual agreement of the trading parties 


Guarantor the bank 


Reimbursement 
contract 


Guarantee 


Reimbursement 
contract between seller 
& its bank/seller’s bank 


Underlying contract Buyer recieves guarantee 
from bank in his country 


and bank in importer’s 
country 


b) Indirect Guarantee 


An indirect guarantee is provided by the buyer's own bank. Under these 
arrangements, the seller's bank provides a counter-quarantee to a bank 
in the beneficiary's country, for which the seller may provide suitable 
collateral, i.e. cash deposit, an indemnity, or other form of security. 
Here four distinct contracts comes into play: the underlying contract 
between seller and buyer, reimbursement contract between seller and its 
bank, counter-guarantee between the seller's bank and the bank in the 
buyer's country and guarantee between the buyer's bank and the buyer. 


Role of Banks in International Trade 164 


165 


Counter-guarantee 


Guarantor bank provides 
guarantee to buyer's 
country 


Reimbursement Guarantee 
contract 


Counter- guarantor (seller’s bank) 
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5.1.4. iv Types of Guarantee / Bonds 


Demand guarantees are used in a number of different contexts. The most 
commonly used are described below: 


a) Tender Guarantee or Bid Bond 


This guarantee is issued to bid for a contract with the obligation of the seller 
being to stand by the undertaking, and that if the bid is accepted, the party 
submitting it will sign the contract, and provide additional guarantees as 
required. The amount of such a guarantee is commonly between 2 and 5 
per cent of the contract amount which is sought by the buyer in order to 
protect his interests in case the bidder refuses to enter into a contract after 
the bid has been awarded to him. In the event that the bidder refuses or 
fails to open a performance bond, the buyer can call the bids again and 
recover the losses suffered by him in re-inviting the tender. 


Such guarantees are usually issued by instructing a bank abroad through a 
local bank for issuance of the bond against the home bank's counterguarantee. 
Like all guarantees given by banks, a counter indemnity and sufficient 
collateral is taken from the customer. 


Mechanics of Tender Guarantee / Bid Bond 


1. At the invitation of the project owner / buyer (beneficiary), the 
applicant's contractor submits a tender for the project which 
requires a bid bond in the form of a bank guarantee or standby 
letter of credit. 


2. Applicant (seller) applies to his bank for issuance of a bid bond. 


3. Seller's bank (counter-guarantor) forwards the request for guarantee 
bond along with its counter-guarantee favouring the foreign bank 
for submission to the beneficiary through the seller's representative 
or contractor. 


4. Contractor forwards the bid together with a copy of the bid bond 
to the beneficiary. 
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5. Beneficiary accepts the bid and forwards the contract to seller's 
representative contractor for signing. 


6. Contractor fails to sign the contract or fails to arrange a performance 
bond and beneficiary demands payment under the bid bond. 


7. Contractor wins the contract and arranges a performance bond, or 
whatever else the contract may require, so beneficiary returns the 
bid guarantee /bond for cancellation. 


8. The counter-guarantor bank informs the applicant of his action and 
the matter is closed from bank's point of view; however, in the 
case of a dispute between the two parties, it is to be resolved 
through a legal court in accordance with provisions of the contract. 


Also refer diagram, below: 


Pre- contractor 


negotiation 


Project owner/ 


Buyer Seller/ applicant 


Seller’s Rep/ 
Contractor 


Buyer's bank process <—oy. Counter-quarantor 
#6,7 and 8 will be 


— seller’s bank 
through thisbank J we (ee s ( 


b) Performance Guarantee 


Once the contract is awarded to the supplier, he is required to submit a 
performance guarantee for approximately five to ten percent of contract 
value, which remains in force until the contract is completed. 
This guarantees satisfactory performance of the supplier's obligations 
under the contract. It is usual to release the bid bond shortly after the 
issue of the performance bond. Issuance of these bonds provides buyers 
with an indication of the financial standing of the tendering party. It is also 
intended to act as a safequard if the contract is not carried out in a satisfactory 
manner. Process flow of all types of guarantees is identical to the one 
shown above. 


c). Advance Payment Guarantee 


This guarantee coincides with the payment for which it is issued and covers 
the obligation on behalf of the applicant, normally the seller, to repay the 
amount (wholly or in part) if delivery and/or some other contractual 
obligation is not fulfilled. 
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An advance payment guarantee is issued to finance the initial stages of 
the contract and its amount usually ranges from between 10 to 25 percent 
of the contract value depending on the size, complexity and time span 
of the contract until its completion. Such guarantees are issued with 
suitable wording to ensure that the guarantee becomes effective only 
upon receipt by the seller of the agreed advance payment into a specified 
bank account. 


d) Retention money / Maintenance Guarantee 


Such guarantees are mainly used as an alternative to payment terms wherein 
the buyer would otherwise withhold part of the contract payment, often 
10-15 percent of the contract value, until satisfactory completion of the 
project. By providing such a bond, a seller can obtain 100% payment instead 
of a portion being withheld by the buyer. 


Such a guarantee may be conditional, unconditional, open ended, or 
providing an expiry date or method by which it can expire or be cancelled. 
Its purpose is to safeguard the beneficiary's interests with regard to final 
installation or start-up phase of machinery, equipment or other delivered 
goods, and to allow the beneficiary to recover payments already made 
under the contract if the seller does not fulfill his obligations. 


The guarantees described below are not normally issued as a separate 
document; instead their features are incorporated into one of the above 
cited quarantees, thus making it a more comprehensive instrument. However, 
for academic purpose, brief descriptions of these instruments are given 
below. 


e) Payment Guarantee 


Payment guarantees are issued on the instruction of the buyer favouring 
the seller in order to cover the buyer's payment obligations for goods or 
services to be rendered in terms of the contract. Such guarantees are used 
to cover either single or multiple deliveries under a long-term contract 
with an aggregate amount covering outstanding and anticipated deliveries. 


f) Guaranteed Acceptance (Aval) / Avalisation of draft / bill. 


Sometimes from the seller's perspective, a buyer's acceptance of a bill is 
not considered sufficient security to cover credit risk, particularly in 
transactions spanned over a longer period. In such cases, the buyer's bank 
may provide additional comfort to the seller by adding its guarantee 
directly to the bill, by placing the statement, 'good per aval’ or 'per aval' 
for the account of the drawee, along with signatures; thereby guaranteeing 
the payment obligations of the drawee (the buyer). 


g) Credit Guarantee 


Also known as a financial guarantee, this covers the contractual obligations 
of a borrower towards the lender. This happens when a seller may have 
local subsidiaries or affiliates without the capacity to seek financing, so the 
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parent company, through a credit guarantee, is providing collateral to the 
local bank, enabling it to extend funded or non-funded credit facilities to 
the local subsidiary for general activities or for a specific transaction. 


h) Guarantee for Temporary Importation/ Export (Dutyexempt 
guarantee) 


This form of guarantee is often used for exhibitions, fairs, installations 
Or projects when machinery, equipment or even vehicles are temporarily 
brought into the country or taken out to another country. Through 
issuance of a guarantee favouring local Customs authorities, payment of 
Customs duties is guaranteed if the equipment is not taken out of the 
country or brought back within the specified period. Such guarantees 
may also be used so that goods can clear through Customs posts quickly 
and efficiently with payment of duties made at a later stage. It is cancelled 
when the goods or equipment have passed through the Customs point. 


i) Shipping Guarantee 


This guarantee is issued at the buyer's request favouring the shipping 
company when the imported goods arrive at the port ahead of the relevant 
bill of lading and other documents. The guarantee thus safequards the 
shipping company from the risks and costs involved by delivering the 
goods to the buyer without presentation of the title document. 


j) Confirmed Guarantee 


A "confirmed" guarantee incorporates elements of both a direct and an 
indirect guarantee. It is issued directly by the applicant's bank in favour 
of the beneficiary, subject to the condition that, at the insistence of the 
issuing bank, a bank in the beneficiary's country confirms this guarantee. 
It is accomplished when the bank in the beneficiary's country, through 
a notation on the original guarantee document, records the confirmation. 


As a consequence of this notation, the confirming bank also assumes a 
direct payment obligation to the beneficiary, subject to the same terms 
and conditions as the guarantee issuing bank. In other words, the issuing 
and confirming banks are jointly and severally liable to the beneficiary. 


5.1.4. v Guarantor / Counter-guarantor Bank's role in issuance 
of Guarantee/ Bond 


Laws in many countries, including Pakistan, require that guarantees from 
abroad must be issued through a local bank. In such cases, the applicant's 
bank (counter-guarantor) issues a counter-quarantee favouring the local 
bank which then assume the role of a guarantor bank. This counter guarantee 
is accompanied by instructions about the wording of the guarantee to be 
issued in a specified format; if not, then it is issued according to local law 
and practice. 


In issuance of a guarantee, a bank assumes important obligations towards 
the beneficiary and applicant in guaranteeing that the interests of both 
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sides are accordingly protected. Its role is limited to the extent of ensuring 
that a claim is paid only if it meets the conditions specified in the guarantee 
without having to adjudicate on the relative merits of the parties to the 
underlying contract. 


Before issuing a guarantee or agreeing a guarantee facility, a bank requires 
the applicant to meet certain benchmarks, such as: 


* Applicant's financial condition and nature of transaction 
> Availability of credit limit 
* Security requirement 


* Acceptable wording of the guarantee. 


The implications of an unfair call or extend or pay claim also need to be 
explained to the customer. 


Banks on either side of the guarantee / bond are not concerned with the 
terms of the contract and the only reference to the contract which should 
appear in the guarantee is a citation to sufficiently identify and connect the 
guarantee with the underlying transaction. Such reference would normally 
appear in either the heading or in a preamble to the guarantee. 


Issuance of a guarantee against the counter-guarantee of the foreign bank 
entails taking exposure on that bank, so any decision to act upon such a 
request requires due evaluation of counterparty risks in respect of country, 
bank, transaction, payment, currency, etc., but also the guarantee instrument 
itself. 


Such requests are normally preceded by negotiations between the two to 
reach an agreement about issuance of guarantee / bond by the local bank 
and related pricing, etc. Unless suitable credit lines in favour of the counterparty 
bank for guarantee issuance are already in place, the transaction requires 
prior approval from the credit approving authority and credit administration. 


5.1.4. vi Guarantee Texts and Associated Risks 


The foreign bank, by providing the counter-guarantee, irrevocably 
undertakes to pay the local bank upon first demand, irrespective of the 
validity and the legal effects of the underlying contract, any claim amount 
within the amount of the guarantee. 


When issuing the guarantee the local bank has to ensure that not only its 
interests are duly safeguarded but the country's regulatory requirements 
are also met. Wording of a bond or guarantee is a matter of negotiation 
between buyer and seller and is usually established within the contract, 
nevertheless, it must be understood that the narrative of the guarantee 
and / or the counter-guarantee play an important role in determining 
the fate of the transaction, particularly in the case of a claim or legal suit 
against the guarantee, so it must not contain any unusual clause or onerous 
condition which the applicant may not be able to meet. 
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Since the guarantor bank is bound to honour its commitment under the 
guarantee, any ambiguous clause or weak wording in the text of the 
guarantee or counter-quarantee may place the bank in a weak position 
vis-a-vis the counter-quarantor or beneficiary, therefore, prior to issuance 
of the guarantee, close scrutiny of the guarantee text is imperative. 


5.1.4. vi Checklist for issuance of a Guarantee 


A checklist for a straightforward guarantee request is given below. For 
more complex transactions, additional points may be added to achieve 
the objective. 
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Name and address of the guarantor (bank) is clearly written. 
Names and addresses of the contracting parties are provided. 


Tender to which a bid guarantee relates and contract to which any 
other guarantee relates is clearly identified in the guarantee. 


Reference of the underlying tender / contract and date is provided, as 
guarantee may not be valid for any other or an amended tender or 
contract. 


The guarantee indicates the maximum liability of the guarantor bank. 


Relevant risks are duly mitigated if the contract price is variable, or 
expressed in amounts involve more than one currency, or by using a 
percentage figure of amount and currency of the guarantee. 


It is not an open-ended obligation but linked to an expiry date or event 
to indicate when guarantor bank's obligations will terminate. 


If the guarantee is payable on simple demand, terms of such demand 
are Clearly stated. 


In case the guarantee is conditional, then conditions and documents 
required to be produced as part of the claim are clearly defined. 


In Advance Payment guarantee, clause regarding pro-rata reduction in 
guarantee amount as and when re-payments part is made by the 
applicant is included. Performance guarantee should also be treated 
similarly. 


Validity of the counter-guarantee must extend beyond the expiration 
date of the guarantee as it enables the guarantor bank to lodge its 
claim under the Counter-guarantee in the event that a claim from the 
beneficiary is received on the last valid day of guarantee. Usually seven 
to fifteen days after expiry date of the guarantee are allowed for this 
purpose. 


Guarantee is governed by local laws of the guarantor bank's country. 


Guarantee and counter-guarantee text is duly vetted by bank's legal 
counsel with a view to ironing out any legal lacuna. 
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5.1.4. vii Amendment in Guarantee / Bond 


Any irregularity, unless rectified locally, must be taken up immediately with 
a counter-gquarantor and correction be sought by way of an amendment to 
the guarantee text. It must be noted that, just as in documentary credits, 
after issuance of a guarantee / bond, no amendment to it is valid unless 
approved by the beneficiary. Article 11 URDG 758 explains it as follows: 


"An amendment made without the beneficiary's agreement is not 
binding on the beneficiary. Nevertheless the guarantor is irrevocably 
bound by an amendment from the time it issues the amendment, 
unless and until the beneficiary rejects the amendment." 


It is essential that the applicant and the beneficiary communicate only 
through their respective banks without resorting to any direct contact. 
The process of amendment in a guarantee/ bond, as explained below, also 
underlines this protocol as the instructing party, counter-guarantor or 
guarantor bank cannot amend the guarantee unilaterally. 


* Beneficiary communicates with the applicant independent of banking 
channels suggesting the amendment. 


* The applicant, if agreeable, authorises the counter-guarantor to issue 
the amendment. 


* — Inthe case of a direct guarantee, the amendment, written on a prescribed 
form or bank's letter, is advised to the beneficiary. 


* In the case of indirect guarantees, a SWIFT message MT- 767 is generated 
for the guarantor bank with a request to advise the same to beneficiary. 


5.1.4. viii Claim under Guarantee / Bonds 


As stated above, the guarantor is liable to honour beneficiary's claim only 
in accordance with the terms and presentation of documents stated in the 
said instrument. 


In terms of Article 12 of URDG 758, the extent of the guarantor's liability 
under guarantee is as follows: 


"A guarantor is liable to the beneficiary only in accordance with, first, the 
terms and conditions of the guarantee and, second, these rules so far as 
consistent with those terms and conditions, up to the guarantee amount." 


Operating manuals of banks provide internal guidelines with regard to 
handling of claims under guarantees; however, fundamental rules based 
on the best practices, including the provisions of URDG-758, are described 
below: 


* The guarantor must ensure that presentation of the demand is in 
accordance with the provisions of URDG 758, Articles 14 & 15. 


* Apart from compliance with internal standard operating procedures for 
processing of claims, the examination of documents presented by the 
beneficiary must also be conducted in terms of Article 19 of URDG 758. 


Finance of International Trade and Related Treasury Operations 


* If presentation of demand does not indicate that it is to be completed 
later, the guarantor, irrespective of the expiry of the guarantee on or 
after the date of presentation, has five business days following the day 
of presentation to examine and determine if it is a complying demand 
(URDG-758 Article 20). 


* Once it has been determined that presentment of demand is valid, the 
guarantor bank immediately informs the foreign bank via SWIFT that 
it has received a demand for payment against the said guarantee in 
accordance with its terms and with URDG, Article 20, and will lodge a 
counter claim on that bank demanding reimbursement of the amount 
claimed by the beneficiary along with bank charges, if any. 


* All documents submitted along with presentment of demand which 
must also contain a statement, by the beneficiary, indicating in what 
respect the applicant is in breach of its obligations under the underlying 
contract or guarantee are immediately couriered to the counter-guarantor 
for use at their end. 


* Meanwhile the guarantor pays the claim amount to the beneficiary 
through banking channels pending receipt of funds from the foreign 
bank (URDG Article 20). 


* Any inordinate delay in honouring the claim is not recommended 
practice as not only would it create a dispute with the beneficiary who, 
in retaliation, may resort to an interest compensation claim on the 
guarantor, but also ramifications of such mishandling would cost the 
bank dearly in terms of its business reputation. 


* On the other side, the counter-quarantor bank promptly notifies the 
instructing party that a claim has been presented, giving the instructing 
party a chance to express its position on the matter. They may either 
concur with the claim or indicate that they are in contact with the 
beneficiary in order to avert the claim, for instance by extending the 
guarantee and rectifying any defects in the delivery /performance. 
Any extension of the guarantee would, however, be subject to the 
beneficiary's consent. 


5.1.4. ix Expiry of Guarantee 


The expiry date of the guarantee is of primary importance for all parties 
concerned. If no claim is received by the guarantor bank within the 
validity period, its liability towards the beneficiary ceases on the expiry 
date. As regards the counter-guarantor, its obligations to the guarantor 
come to an end only if no claim is received by it after the expiry of the 
mailing period allowed for submission of the claim. 


Upon receipt of the guarantee instrument, liability is extinguished by the 
guarantor through reversal of contingent entries in the bank's books and 
the counter-guarantor is advised about release of their obligations through 
MT-769. In cases where the guarantee instrument has not been returned, 
the guarantor bank must pursue the beneficiary and recover it without 
delay. Until then the guarantee is treated as an outstanding item with a 
notional value in the bank's books. 
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If a guarantee has expired unutilized and the guarantor bank has not 
already sent MT-769 releasing the counter-quarantor of its liability against 
it, then the matter is taken up with the guarantor bank after expiry of 
the mailing period to obtain the confirmation regarding non-utilisation. After 
receipt of same, contingent entries against the said guarantee are reversed 
and collateral held there-against is released. 


In cases where the guarantee is lost or irrecoverable, suitable measures 
should be taken to close the file in line with the guidelines as defined in 
the bank's operating manuals. 


5.1.4. x Uniform Rules for Demand Guarantees (URDG 758) 


The International Chamber of Commerce (ICC) Uniform Rules for Demand 
Guarantees (ICC Publication No. 758) were written to reflect international 
banking practice in the use of demand guarantees. They set out not only 
the relations between the guarantor and the beneficiary but also include 
articles on counter indemnities between banks. 


The Uniform Rules for Demand Guarantees have taken quite a long time to 
be recognised as a set of acceptable international demand guarantee rules, 
but their usage is expanding rapidly. 


5.1.4. xi Standby LCs 


In some countries, standbys LCs are often issued by banks instead of 
guarantees. For example in some states of the USA, since banks are 
prohibited by law from issuing guarantees to third parties, Stand by LC 
is issued as an alternative. They are also commonly used in other parts 
of the world, one reason being that they can be governed by well-known 
and generally accepted ICC rules. 


For more details about Standby LCs, refer to 2.2.k above. 
Summary. 


1. Demand guarantees are governed by International Chamber of Commerce 
(ICC) Uniform Rules for Demand Guarantees (ICC Publication No. 758). 


2. A bank guarantee is an irrevocable undertaking of the issuing bank to 
effect payment against presentation of a written statement of the 
guarantee holder (beneficiary) in case a given contractually agreed 
obligation has not been fulfilled. 


3. Under two generic divisions, i.e. 'Direct' and 'Indirect' guarantees, 
various types of guarantees are issued, namely, Tender guarantee or 
Bid bond, Performance Guarantee, Advance Payment Guarantee, 
Retention money / Maintenance Guarantee, Payment Guarantee, 
Guaranteed Acceptance (Aval), Credit Guarantee, Guarantee for Temporary 
importation/ Export, Shipping Guarantee and Confirmed Guarantee. 


4. Pakistani laws require that guarantees from abroad must be issued 
through a local bank. 
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The applicant's bank (counter-gquarantor) issues a counterguarantee 
favouring the local bank which accordingly assumes the role of a 
guarantor bank. 


Before considering applicant's request the issuing bank must satisfy 
itself regarding customer's financial condition and nature of transaction, 
availability of credit limit, security requirements and acceptable wording 
of the guarantee. 


The local bank must ensure that not only its interests are duly safequarded 
but country's regulatory requirements are also met. 


The expiry date of guarantee is of primary importance for all parties 
concerned, if no claim is received by the guarantor bank within the 
validity period, its liability towards the beneficiary ceases on the 
expiry date. 


Discussion questions: 


oa es 


10. 
11. 


12. 


13. 


14. 


15. 
16. 


Define the Guarantee? 

Explain the significance of guarantees in cross-border transactions? 
Which set of ICC rules govern Guarantees and Bonds? 

Differentiate between Direct Guarantee and Indirect Guarantee? 


Which types of Guarantees and Bonds are commonly issued in typical 
cross-border transactions and what they are used for? 


Explain the process flow for issuance of tender guarantee? 

What is Retention Money Guarantee? 

How Guaranteed Acceptance is recorded, recall another name for it? 
When Duty exempt guarantee is issued, define its process flow? 
Differentiate between a Credit guarantee and shipping guarantee? 


Define respective roles of counter-guarantor bank and guarantee issuing 
bank in a transaction? 


Describe the risks associated with guarantee transactions and how can 
they be mitigated? 


Can issuing bank amend a guarantee on the basis of direct request 
from the beneficiary? 


Describe the process flow for lodgment of claim against a guarantee 
and payment to beneficiary? 


What is the significance of expiry date in a Guarantee / bond? 


Differentiate between a guarantee and Standby credit? 


Case Study: Bank Guarantee issuance. 


ABC Corporation, Karachi, a corporate customer of Bank One is regular 
exporter of garments to UK. The company recently signed a contract to 
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supply men's jeans and Tee-shirts to another buyer, i.e., New-age wholesales, 
Birmingham, UK. This being the first order, the buyer has asked ABC 
Corporation to furnish a guarantee to New-age Wholesales amounting to 
USD: 240,000 for export quotas in ready-made garments. Shipments will be 
made on monthly basis over a period of nine months. 


Challenge: 


a. Define the parties and their roles in the transaction? 
b. What type of guarantee is required in this instance? 


c. Which chapter of SBP- Foreign Exchange manual contains regulations 
regarding Guarantees? 


d. Would Bank One be right in issuing the guarantee in a manner similar 
to issuance of documentary credit, if so what are the preconditions for 
the issuance? 


e. What is the significance of mailing period in a Guarantee? 


f. How the rate for Guarantee commission is calculated? 
Case Study: Choosing right type of Guarantee. 


A Pakistani exporter of Capital goods has established a manufacturing unit 
in collaboration with a Tanzanian buyer. According to the arrangements, 
the exporter will be paid in installments over a period of three years. After 
plant and machinery are installed and ready for commissioning; Pakistani 
exporter is required to provide suitable guarantee to the Tanzanian buyer 
covering specific losses that may occur due to failure of plant. 


Challenge: 


Which guarantees may be issued in this case, also identify the parties to 
the guarantees: 


Finance of International Trade and Related Treasury Operations 


Patrive ss: Trade Financing 


Chapter 2 


Student By the end of this chapter you should be able to: 
Learning Outcomes 
g = List and describe the various import financing facilities available 
= Discuss the differences in facilities, terms and risks associated with each 
type of financing and its possible mitigants 


= Recall the exchange control regulations as imposed on importers with 
reference to financing 


= Discuss the mechanism of stock sales, providing information to the bank 
and deposit of stock sale proceeds. 


= List the important factors that should be considered when making a 
decision to finance an importer 


= Describe the impact of concentrations of a commodity type in a banks 
trade portfolios 


= List and discuss the salient features of credit facilities extended by SBP 
Export Refinance Facility Part 1-2? 
Long term Financing - Export Oriented Projects? 
Locally Manufactured Machinery? 


= List and discuss the salient features of credit facilities extended by Banks 
and financial institutions 
Purchasing and discounting foreign bill? 
Forfeiting and factoring? 
re-shipment and post-shipment financing? 


= List and discuss the salient features of credit facilities extended 
by Exporter /Buyer 


(i) Usance/Packing credit? 


(ii) Pre-shipment and post shipment financing? 


5.2.1 Import Financing 


Importers and distributors commonly need to maintain a complete stock 
of inventory for supply to the buyers as required; nevertheless, large stock 
levels can easily tie up significant amounts of working capital. One way 
to maximize the amount of financing available for inventory is to seek 
financing from a financial institution. This enhances the importer's ability 
to do business. 


Finance for import transactions normally starts from the time of shipment 
(or shortly thereafter, depending upon the payment method used), until 
the importer disposes of the goods and receives payment from the ultimate 
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buyers. This financing may be provided by the exporter or the importer, 
or other parties such as banks, on arrangements made by either the exporter 
or the importer. 


The purpose of such financing is to help the businesses maintain cash flows 
and remain active in international trading while waiting for their payments. 
The credibility of the specific transaction and ability of the importing company 
to honour the promise of timely payments are factored into the equation. 


Banks in Pakistan usually offer the following short-term financing products. 
a) Finance against Imported Merchandise (FIM) 


This transaction-based facility is for financing importation of goods and 
usually available for a period not exceeding 90 to 120 days. The financing 
may be repaid within the validity period either in installments or in a lump 
sum amount. 


The collateral for FIM is the underlying merchandise which the borrower 
has to pledge with the lending bank. In order to have control over the 
transaction, the lending bank may require that imported goods are cleared 
through a clearing agent that is on the bank's approved list. This allows 
sufficient time for the importer to repay the loan as he sells the merchandise 
in question, and meanwhile the bank retains the inventory of unsold goods. 


In such cases, except for inventory control, there is no other monitoring 
tool for the bank to monitor the transaction; therefore it is essential to 
assess the market potential of the goods before extending the FIM facility 
to the importer. In case of default by the borrower, the bank can impose 
penalty by way of a high mark-up rate on the overdue financing. It may 
be in order to recall that in terms of a buy-back agreement signed at the 
time of LC issuance, the borrower is obliged to retrieve the import documents 
from own resources. 


b) Finance against Trust Receipt (FATR) 


At the request of the importer, the customer, at the time of LC issuance 
or at a later stage, may seek this facility to obtain the shipping documents 
in respect of the merchandise imported under the LC or a collection item. 


This is also a short-term financing tool whereby the importer is able to 
obtain delivery of the goods and arrange to retrieve the documents through 
proceeds of advance sale of goods or from other sources. The documents 
of title are delivered against the customer's signature on the prescribed 
Trust Receipt form/related security documents covering hypothecation of 
goods. Within the overall limit, the financing is granted by the bank on a 
case-by-case basis. 


One of the key benefits of FATR is that it provides the importer with funds 
to pay the supplier without having to wait to sell the merchandise first. This 
can be a huge benefit, because most shippers do not want to wait for their 
buyers to sell the goods before they receive payment for them. 
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Since this type of facility is backed up by security and documentation, from 
the bank's perspective it is considered a safer mode of lending. Just as in 
FIM, in case of default by the borrower, the bank can impose penalty by 
way of a higher mark-up rate on the overdue FATR. 


c) Structured import finance facilities 


This is a complete package for importing customers by which the bank 
provides all funded / non-funded banking services required in an import 
transaction, namely: 


* Issuance of documentary credit, i.e. Deferred Payment and Acceptance 
credits (i.e. term credits). 


* Payment against documents and forced PAD. 
* Acceptance. 
* Finance against Imported Merchandise (FIM). 


* Finance against Trust Receipt (FTR). 


Such arrangements are most appropriate in the case of big ticket business, 
particularly for large corporate entities, which, owing to business volume, 
are well positioned to negotiate special tariffs for related services. It also 
suits the bank concerned, as, by offering a structured financing facility, not 
only are they assured of guaranteed business volume, but it also paves the 
way for ancillary business from the customer. 


Like any other credit facility, import financing also requires transaction due 
diligence, proper risk assessment and constant monitoring, which starts 
with the KYC exercise for account opening, credit evaluation before granting 
approval for the transaction and security documentation. 


An important point of concern for the importer is that such type of financing 
will extend the period of exchange risk and cost / benefit of covering this 
exchange risk must be considered. 


5.2.2 Commodity trade and concentration in banks' financing Portfolio. 


It is interesting to note that the number of banks actively involved in 
international commodity trade finance varies from year to year, showing, 
in effect, a business cycle. 


When the margins are high, many banks become active in commodity 
finance. Subsequently, owing to competition margins decreasing, some 
banks, despite not having the required skills to properly manage the exposure 
related to commodity trade finance, continue to take additional risks and 
eventually suffer huge losses. Many banks have been forced to stop 
commodity trade business altogether, or have had to restrict themselves 
to their old trusted or largest clients. 
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When competition eases and margins again increase, the cycle starts all 
over again. In particular for a fairly new, small to medium-sized trader 
it can be disastrous to fall victim to this cycle; that is, to become a client 
of a bank which does not really understand commodity business. 


Prudent risk managers in banks are able to avoid getting caught on the 
"wrong foot" by adopting an approach whereby the risk appetite for each 
commodity is precisely defined. The exposure limit for a few chosen 
commodities is fixed and closely monitored, with the objective of taking 
suitable corrective measures as soon as there are signs of negative 
development or a glut in the market. This requires professional skills and 
specialised tools; however, it does help the banks to avoid unexpected 
shocks. 


5.2.3 Export Finance 


An exporter may require financial assistance from his bank at both preshipment 
and post-shipment stages, which are repaid from export proceeds of the 
underlying transactions. Such financing is broadly classified into the following 
two categories, depending upon what stage of export activity the finance 
is extended: 


5.2.3. i Pre-shipment Finance 


Pre-shipment finance is provided to the exporters on secured basis for 
purchase of raw materials, processing and converting them into finished 
goods for export. Pre-shipment finance helps the exporter to bring an export 
transaction to the point of shipment overseas. 


Conventionally; pre-shipment finance is extended by banks by way of 
Packing Credit facility denominated in local and /or foreign currency and 
it is availed for the purpose of: 


* Purchasing raw materials for the goods meant for exports, 
* Manufacturing of these goods, 

> Processing of goods 

* Warehousing the goods, 

* Transporting to the seaport / airport for export, and 

* Packing and shipping. 


The main objective of extending pre-shipment credit in foreign currency is 
to make credit available to exporters at an internationally competitive price 
in order to facilitate the purchase of raw materials for export orders. Normally, 
the maximum period for which a credit can be granted is 180 days from 
the date of disbursement. This period can be extended by another 90 days 
at the discretion of the bank and payment of an additional mark-up by the 
exporter for the extended period. 


5.2.3. ii Post-shipment Finance 


This type of finance is available after the goods have been shipped / 
exported for a period until the export proceeds are realized from the overseas 
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buyer. Post- shipment finance is normally extended in the following 
categories: 


i) Negotiation of documents under LC. 
ii) Purchase/Discount of export bill. 
iii) Finance against foreign bills under Collection / 


Consignment basis 


Negotiation of documents under LC: Where the exports are under 
documentary credit, the banks will negotiate the export bills provided they 
are drawn inconformity with the credit and the exporter is paid the amount 
of negotiation, less bank interest and charges. 


When documents are presented to the bank for negotiation under LC, they 
should be scrutinized carefully, taking into account all the terms and 
conditions of the credit to ensure that all the same are strictly in accordance 
with the LC terms. It should however be noted that even the slightest 
deviation from the conditions laid down in the LC can give an excuse to the 
issuing bank to refuse the reimbursement of the payment that might have 
already been made by the negotiating bank. Purchase/Discount of export 
bill: Where bills are not covered under Letters of Credit, the exporter may 
send goods against a bill of exchange drawn (DA or DP) on the buyer. In 
such cases also, the bank checks the documents, waits for the acceptance 
of the bill by the buyer, and upon acceptance, pays the value of the bill to 
the exporter. 


Purchase or discount facilities in respect of export bills drawn under confirmed 
export contracts are generally granted to exporters who enjoy bill purchase/ 
discounting limits with their bank. As the security offered by the issuing 
bank under documentary credit is not available, the financing bank is totally 
dependent upon the credit worthiness of the foreign buyer. 


Finance against foreign bills under Collection/ Consignment basis: A 
variety of collection items fall under this heading; however their treatment 
for financing remains the same. The exporter's bank sends the documents 
under collection to the buyer through his bank and against the receivables 
may grant financing to the exporter, subject to risk and credit approvals, 
acceptance of bill by the buyer and / or confirmation of maturity date. The 
financing is normally repaid as and when the export proceeds are received. 


Post-shipment finance is granted by banks against bills sent on collection 
basis in the following situations: 


i. When the accommodation available under the foreign bill's purchase 
limit is exhausted. 

ii. When the export bills drawn under LC have discrepancies. 

iii. Where it is the practice in the particular line of trade and in the case 
of exports to countries facing the problems of externalization. 


In this situation, the bank may send the bill on collection basis and finance 
the exporter to some extent out of the total bill amount. The amount 
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advanced is adjusted from export proceeds and balance paid to the exporter. 
However, such accommodation is risky and not favoured by banks. Exporters 
may also avail themselves of the forward exchange facility if they do not 
wish to be subjected to exchange risk. 


Financing against Goods Sent on Consignment basis: Sometimes exports 
are made on consignment basis, since in such cases payment is dependent 
upon sale of goods exported at the risk of the exporter for sale, banks will 
grant finance to the exporter against such transactions only under approved 
limits for such purpose. 


Financing against Export Incentives: Finance against export incentives is 
partially given at pre-shipment stage with the major part disbursed at post- 
shipment stage. This type of financing is granted to the exporter in 
consideration of any duty drawback incentives receivable from the 
Government. Banks follow their own procedures in granting the finance. 
These advances are not granted in isolation but as part of a structured 
financing package extended to the exporter by the same bank. 


Advance against Retention Money: Banks provide financing against 
retention money, which is payable within a certain period, i.e. upto after 
one year from date of shipment. Such financing is of a short-term nature, 
usually upto 90 days. 


5.2.3. iii State Bank of Pakistan Export Finance Scheme 


In 1973, State Bank of Pakistan (SBP) introduced the 'Refinance Scheme 
for Non-Traditional and Newly Emerging Products'. Subsequently, in 
October 1977, it was renamed the Export Finance Scheme, which over 
the decades has matured and today it caters for both Working Capital 
and Investment finance, through the following models of financing: 


1. Export Finance Scheme (EFS) (Part | & Part II) 
2. Islamic Export Refinance Scheme (IERS) 
3. Long Term Financing Facility (LTFF) 


Under the EFS and IERS, commercial and Islamic banks interact with the 
nearest office of State Bank of Pakistan Banking Services Corporation (BSC) 
for reimbursement of financing facilities disbursed by them to the exporters. 


Policy instructions for these schemes are issued by SBP, whereas the SBP 
Banking Services Corporation (BSC) through its field offices ensures 
implementation of the scheme. The three models are discussed below: 


a) Export Finance (Part | & Part II) 


This was the first option offered under the scheme, which now operates 
in two parts, i.e. Part-I & Part - Il. 


In terms of Part- |, the finance is given on a pre- as well as post-shipment 
basis to finance the eligible commodities. The facility is provided on a case 
by case basis. 
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Under Part- Il, an exporter may avail of the export finance limit, based on 
his last year's export performance in respect of eligible commodities; the 
limit is available on a revolving basis for each fiscal year. 


The financing rate is determined on the basis of weighted average yield 
of 6 months T-bill, and subject to revision periodically. The scheme is 
meant for: 


> Value added commodities except those mentioned in the "Negative 
List" as defined vide SBP- BSD Circular No. 35 of 2001, and subsequent 
addenda thereto, the last being in January 2011. 


* Direct Exporters, i.e. DE (those who export directly) 


* Indirect Exporters - IDE (those who are the input supplier to Direct 
Exporters) 


* Small, Medium and Emerging Exporters (who report exports up to the 
equivalent of US $ 2.5 million in the preceding year) 


* Trading Companies (who are not the manufacturers). 


It is obligatory for exporters to provide shipping documents against each 
case to their bank within the stipulated time, failing which a fine is levied 
as prescribed under the scheme for non-shipment. In July 2007, the scheme 
was modified to give a certain leeway to exporters of Leather Garments 
under EFS. 


Banks are required to repay the refinance provided by BSC on realization 
of export proceeds in full or part thereof as the case may be, within three 
working days from such realization or from their own sources on expiry of 
the maturity period of the loan. Otherwise the relevant field office of BSC 
recovers the same on due date by debit to their account maintained with 
them. 


In terms of the policy, SBP-BSC field offices reimburse 70 percent of the 
finance disbursed by banks to the exporter for a maximum period of 180 
days for direct export (270 days for export of hand-knotted carpets and 
exports to South America) and 120 days for indirect export, where requests 
are in compliance with the instructions of State Bank, field offices of BSC 
release the amount under EFS and IERS within a maximum time of 48 
hours of the receipt of the refinance claim. 


b) Islamic Export Refinance Scheme (IERS) 


In order to provide a level playing field for the Islamic banks and dedicated 
Islamic branches of conventional banks, SBP has designed the ‘Islamic 
Export Refinance Scheme' (IERS) to facilitate exporters’ preferences for 
Islamic-based working capital finance. 


Similar to conventional EFS, the IERS operates in two parts, i.e. Part-I & Part- 
Il, in terms of which Islamic banks, including the dedicated branches of 
commercial banks working on a Shariah-compliant basis and providing 
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Islamic banking products and services, may offer related products and 
services to their respondents in conjunction with the relevant offices of 
SBP-BSC. 


c) Long Term Financing Facility (LTFF) 


In January 2008, a new Long Term Financing Facility (LTFF) replacing 
the now defunct scheme of Long Term Financing for Export Oriented 
Project (LTF-EOP) was introduced by SBP to promote export-led industrial 
growth in the country. This facility provides finance to exporters for 
adoption of new technologies and modernizing their plant and machinery 
in line with the international competitive environment. 


5.2.3. iv Salient features of Export Finance facility 


* The scheme focuses on the export sector and allows approved financial 
institutions to provide fixed rate financing facilities to eligible borrowers. 


* The facility is available to export-oriented projects only if their annual 
exports are equivalent to US $5 million or at least 50% of their production, 
whichever is lower. 


* Maximum period for the financing under the scheme can be availed is 
up to 10 years including a maximum grace period of 2 years. 


* Islamic banks are also eligible to offer LTFF subject to availability of a 
Shariah-compliant compatible product under the facility. 


Lending LTEF is subject to compliance with the Prudential Regulations as 
prescribed by the SBP from time to time for different categories of borrowers. 


Over the decades, State Bank of Pakistan has played a key role in providing 
useful financing tools to the country's exporters. Albeit the general impression 
may be that there is less than perfect utilization of these financing tools 
by some quarters, these efforts have made an immense impact on the 
growth in exports from Pakistan. 


5.2.3. v Pakistan Export Finance Guarantee 


Although in Pakistan the concept of ECI could not find its footing amongst 
the exporters, which is why no insurance company in the country offers 
this ECI policy, The Pakistan Export Finance Guarantee agency (PEFG) 
was established in 2009 with a view to enhancing the access of small, 
medium and emerging exporters to bank credit. The PEFG aims to provide 
a comprehensive range of export trade finance guarantees, including both 
pre-shipment and post shipment, to exporters. This bankable guarantee is 
a substitute for traditional repayment collateral requirements of the financing 
banks. The guarantee of the PEFG will cover 80% of the loan amount to be 
availed by the exporter, for which the PEFG obtains 50% (of the cover 
amount). 


It is interesting to note that, besides Europe, North America and Africa, and 
in the sub-continent, e.g. India (Export Credit Guarantee Corporation of India 
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Limited (ECGC), Bangladesh (Sadharan Bima Corporation) and Sri Lanka (Sri 
Lanka Export Credit Insurance Corporation), Governmentbacked entities have 
been operating for many decades, much to the benefit of exporters in their 
respective countries. 


In the recent past, export credit insurance received a reputational setback 
when many businesses found that their insurers withdrew credit insurance 
during the financial crisis of 2007-2010, fearing large losses if they continued 
to underwrite sales to failing businesses. In May 2009, the UK Government 
set up a £5 billion emergency fund for trade credit top-up. However, this 
was considered a failure as the take-up was very low, mainly owing to the 
ongoing sluggishness of demands from overseas buyers. 


5.2.4. Forfaiting and Factoring 
5.2.4. i Forfaiting 
a. Introduction 


"Forfait" is a French word meaning surrendering rights, which is of 
fundamental importance in forfeiting. It implies purchase of debt 
instruments such as bills of exchange, promissory notes, drafts drawn 
under usance (time), letters of credit or other freely negotiable instruments 
on a "non-recourse" basis (non-recourse means that there is no comeback 
on the exporter if the importer does not pay). 


Such debt instruments are drawn by the exporter (seller), accepted by 
the importer (buyer), and they bear an "aval", or unconditional guarantee, 
normally issued by the importer's bank. The Forfaiter deducts interest 
(in the form of a discount), at an agreed rate for the full credit period 
covered by the negotiable instruments and pays the balance to the seller. 
In exchange for payment, the forfeiter takes over responsibility for claiming 
the debt from the importer on the due date. 


The Forfaiter either holds the instruments until full maturity (as an investment), 
or sells them to another investor on a without recourse basis. The holder 
of the bills/notes then presents each receivable to the bank at which they 
are payable, as and when they fall due. 


b. Forfaiting as a window for Export Finance 


In recent times, for exporters having an objective of securing fixed rate 
export finance for international trade transactions, Forfaiting has emerged 
as a viable option, especially for those who wish to receive cash instead 
of deferred payments, mainly from countries where protection against 
credit, economic and political risks has become more difficult. 


Typically the importer's obligations are evidenced by accepted bills of 
exchange or promissory notes which a bank "avals" or guarantees by way 
of a "per aval" endorsement on the instrument. The bills of exchange or 
promissory notes, when endorsed as such, are known as avalized bills /notes. 
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In asset books, such a receivable would appear as a term bill of exchange 
drawn under documentary credit. 


c. Risks in forfaiting 


i. Political risk: Extraordinary governmental measures or political incidents 
like war, revolution, invasion or civil unrest in the debtor's country can lead 
to loss for the holder in due course. 


ii. Exchange risk: One of the most important risks in forfaiting is that of 
payment in a currency other than the exporter's local currency. Floating 
exchange rates can have the effect of changing the contract value by a 
considerable amount when converted into the beneficiary's own currency, 
and can lead to a loss for the eventual holder of claim. 


iii. Commercial risk: This risk concerns the inability or unwillingness of the 
obligator or guarantor to pay, and applies to all forms of credit as well as 
forfaiting. The danger is that commitment may not be honoured and 
necessitates in each case an evaluation of the creditworthiness of the 
guaranteeing bank. The commercial risk of default by state entities falls 
into the category of political risks. 


iv. Transfer of funds risk: This risk lies with the inability or unwillingness 
of states or other official bodies to effect payment in the currency agreed 
upon, including the risk of moratorium. 


d. Advantages of Forfaiting 

* It relieves the balance sheet of contingent liabilities 
* Improves liquidity 

* No interest rate risk 

* No risk of inflation in the exchange rate 

* No risk of changes in the status of the debtor 


* No credit administration or collection problems and without related risks 
and costs. 


e. Disadvantage to the exporter 


The sole disadvantage in forfaiting, as far as the exporter is concerned, is 
the high cost of financing, particularly when premium risk of the debtor 
country is high. 


f. Forfaiting as conduit for sale of capital goods 


Forfaiting is often applied where the exporter is selling capital goods, and 
willing to offer export finance for a longer period, i.e. up to five or more 
years. The forfaiter will then quote a price being a discount rate to be 
applied to the paper, calculated on the underlying cost of funds, i.e. (LIBOR) 
plus a margin and country risk premium. It is usually possible to have a 
fixed price quoted for shipment taking place up to six months forward, and 
the exporter is thus able to lock into his profit from the outset. 
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g. Secondary market option 


There is an active global secondary market for avalized export finance 
papers. Forfaiting companies offer a wide range of trade-related services 
including various forms of buyers' credits, forfaiting and arranging bank to- 
bank financing, as well as providing insurance for trade-related business 
through confirmation of LCs / LGs, export financing and insurance facilities 
to support exports to emerging markets. 


Forfaiting is used for international trade transactions. Normally, a forfaiting 
house would not expect to handle transactions worth less than US$:100,000. 
Forfaiting is a short- or medium-term (one to five years) financial tool 
offered at a discount price. Sometimes forfaiters may be flexible on their 
terms and accept paper with tenors up to ten years. The market for forfaiting 
generally ranges between one and ten years, depending upon various risks 
in respect of the country, the importer financed and the guarantor's financial 
standing. 


Payments are normally made semi-annually in arrears, but most forfaiters 
may accommodate payments on a quarterly, semi-annual, annual, or 
bullet basis. These can include capital and interest repayment holidays. 


h. Forfaiting transaction - Procedure 


a) The exporter approaches a forfaiter who confirms that he is willing to 
quote on a prospective deal, covering the export in "x" number of 
months' time bearing the aval of ABC Bank. 


b 


~~ 


If the transaction is for US$:10M, the forfaiter will calculate the amount 
of the bills /notes, so that, after discounting, the exporter gets USS:10M, 
and will quote a discount rate of 'Y'% p.a. The forfaiter will also charge 
for some days grace, if applicable, and a fee for committing him to the 
deal, worth 'Z' % p.a. computed only on the actual number of days from 
the date of commitment and discounting. The forfaiter will stipulate an 
expiry date for his commitment (i.e., when the paper should be in his 
hands). 


c) This period will allow the exporter to ship his goods and get his bills of 
exchange avalized and to present them for discounting. The exporter 
gets immediate cash on presentation of relevant documents, and the 
importer is then liable for the cost of the contract and receives credit 
for number of years at 'y' % interest. 


i. Forfaiting transaction - Process 
The diagram below shows the process flow of a forfaiting transaction. 


Commercial contract between importer and exporter 

Delivery of goods by the exporter to the importer 

Delivery of bill of exchange from importer to the avalizing bank 
Delivery of avalized bill of exchange by avalizing bank to the exporter 
Forfaiting contract between exporter and the forfaiter 

Delivery of bill of exchange by exporter to the forfaiter 


Oe) eS ee 
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7. Cash payment by forfaiter to the exporter 

8. Presentation of the avalized bill of exchange to the avalizing bank 
on maturity 

9. Payment made by the avalizing bank to the forfaiter 


NY =. 


©) \ ‘ (4) (3) 


Avalizing 
Bank 
Document’s 
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Many exporters prefer to work with forfait brokers because they deal 
with a large number of forfaiting houses. They can assure the exporter 
of competitive rates on a timely and cost effective basis. Such brokers 
typically charge a nominal (1%) fee to arrange the commitment. This 
is a one-time fee on the principal amount and is frequently added to 
the selling price by the exporter. The broker frequently consults with 
the exporter to structure the transaction to fit the forfait market. 


5.2.4. ii Factoring 
a. Introduction 


Factoring is a special form of short-term Finance where a mercantile agent 
and / or Finance company (the factor), located in the same country or 
another country, under an agreement purchases the seller's receivables and 
assumes the credit risk, with or without recourse to the seller. 


Factoring is still mainly used in industrialized countries and within trading 
areas with a relatively similar structure of harmonized laws, rules and 
procedures. It is generally more complex, involving not only finance but 
also additional services, and therefore used more selectively and often for 
larger individual amounts compared to invoice discounting Finance. 


Factoring as a method of trading has its origins in the history of international 
trade, which can be traced back for more than two hundred years. It was 
the growth of international tradethatincited the use of mercantile agents 
as "factors". 


The 17th and 18th centuries saw tremendous growth in trade between 
European countries and other parts of the world, particularly North 
America. International communication was no faster than the transportation 
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of the goods by sailing ship, so exporters realized the importance of 
appointing mercantile agents in overseas markets. 


The mercantile agent or "factor" was primarily entrusted with the 
following responsibilities: 


a) Hold stocks of goods (mainly textiles and clothing) for their European 
principals. 


b) Sell goods for the account of the principal. 


c) In view of the factor's better knowledge of local buyers, often the 
principal allowed them to sell on credit terms, whereby the factor would 
raise their own invoices. 


d) As factors were responsible for sales on a credit basis, they began 
to take over the creditor's risk as well. 


e) Under this arrangement,the factor would display a notification on the 
factored invoices, informing buyers that the invoice had been 
transferred to the named factor, together with instructions on how 
payment was to be made directly to the factor to discharge buyers from 
their payment obligation. 


Factoring represents the sale of outstanding receivables related to export of 
goods by the exporter to overseas buyers. The seller of receivables thus transfers 
the risk of default on contractual obligations arising from nonpayment by the 
buyer to a third party. The seller is paid the discounted value of the receivables 
that may arise either from a documentary credit, guarantee or bill. 


Export factoring is mostly in the form of 'with recourse' for amounts upto 
90 percent of invoice value, with the provision that, if the buyer fails to pay 
the invoice after a set period of time, the factor will be repaid by the 
seller.However, in some cases, export factoring can be provided as 'non- 
recourse factoring’, where the factor stands the risk in the event of bankruptcy 
or liquidation of the buyer. In these cases the seller will not be asked by 
the factor to repay the discounted invoice and the invoice will be removed 
from receivables in the balance sheet. However, the exporter may have to 
pay interest for the agreed waiting period after the due date, normally 60- 
90 days, as speci?ed in the factoring agreement. 


Mostly non-recourse factoring is either based on very good corporate names 
with little risk or secured by separate credit insurance or similar security. 


b. Factoring as a product 


Export factoring is a financial tool for businesses to improve their cash flow 
and reduce administration and overhead costs. Factors may be independent 
entities or subsidiaries of major banks and financial institutions. The factor 
processes invoices and allows the seller to withdraw payment against the 
amount owed by the seller under the invoices. 


Another method used to finance the exporter is called invoice discounting, 
whereby the factor allows the seller to withdraw money against the 
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invoices.The seller in this situation also maintains control over the 
administration of the sales ledger. For the seller, both procedures have the 
same motives, i.e., to boost cash flow or release money for expansion or 
other purposes. Factoring is commonly used by companies selling goods 
wholesale on a credit basis. 


In terms of credit limits and processing, there is no material difference 
between local and international factoring and invoice discounting. Some 
factors will offer the exporter the choice of being paid in one currency or 
another. The exporter should carefully evaluate which is to his advantage. 


If the importing respondent insists on being invoiced in his country's 
currency, hedging against currency fluctuations needs to be considered. 
Factors may approve a lower level of prepayment for export invoices than 
in local sales. 


c. Services offered under Factoring 


Effectively export factoring covers any two of the following four services: 


* Financing of receivables up to a fixed percentage of the invoice value, 
usually upto 80%. 


* Collection of receivables on due date. 
* Credit protection up to 100% of the invoice value. 
* Maintenance of Sales Ledger for all approved buyers. 


Most factors require notice of a certain period to end the service agreement, 
though some have long notice periods, i.e. up to a year. Factoring is a 
complex, long-term agreement that could have a major effect on business 
development; therefore it is advisable to obtain an independent legal 
opinion from a solicitor on the legal and financial implications of factoring. 


d. Advantages of factoring 


* It has a better risk performance than for other independent financing 
alternatives through the credit information services included. 


* — It ensures more punctual payments from buyers as the seller is prenotified 
through invoices about the sale to the factor. 


* Borrowing capacity of the invoices could be higher than lending by the 
bank, thereby increasing the seller's total liquidity. 


* Seller can use additional administrative systems to reduce workload. 
* The factor provides a quick boost to cash flow within a short time. 


* It can be a cost-effective way of outsourcing sales ledger while freeing 
up the owner's time to manage the business. 


* If buyers pay on time, they may get positive business references about 
their credit standing. 
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* Buyers can negotiate better terms with their suppliers. 


* Factors can provide an excellent strategic as well as financial resource 
when planning business growth. 


* Businesses can possibly be protected from bad debts if they choose 
without recourse factoring. 


* Cash is released to the seller by the factor as soon as invoices are 
received by them. 


e. Disadvantages of factoring 


* It may be more expensive than a bank overdraft/loan. 


* It may reduce the scope for borrowing from the bank because book 
debts will not be available as security. 


* Factors may like to vet the respondents (buyers) before sale of goods; 
this process could cause loss of time and / opportunity to either side. 


* A business may find it difficult to terminate factoring at short notice as 
it will have to settle the transactions in the pipeline and pay off any 
amount(s) the factor has advanced on their invoices which the respondents 
(end buyers) have not paid as yet. 


* Incase of a dispute, owing to the complexities of factoring, it may take 
a long time before a settlement is reached. 


f. Benefits of Factoring for exporter / seller 


i. Flexible financing which improves the exporter's cash flow, improves 
the profitability through financing the working capital requirements. 


ii. Financing is directly linked with the exporter's sales, which helps 
him to plan cash flow and company's growth more effectively. 


iii. No collateral required as against other forms of finance. 
iv. Credit protection for receivables reduces the incidence of bad debts. 


v. Collections and follow-ups are handled by the import factor, which 
gives the seller more time for his core activities. 


vi. The exporter saves a lot on administrative costs as factoring is 
administratively less cumbersome than any other forms of finance, 
such as documentary credit. 


vii. The credit-worthiness of the buyer is assessed by the import factor 
on a regular basis, which helps continuous monitoring of the buyers. 


g. Operation of International Factoring 


There are two stages in international factoring:Buyer Approval Stage and 
Day-to-Day Operations. 
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h. i. Buyer Approval Stage 


Before the exporter ships the goods to the buyer, details of the buyers for 
whom the seller wishes to avail factoring services are given to the Export 
Factor (EF). 


Diagram, h, i, below depicts the process in the buyer's approval stage. 


(2) 


Importer / 


Exporter 
Buyer 


Exporter 
Factor (EF) 


Importer 


Factor (EF) 


Process flow: 


7. 


Buyer places an order with the seller. 
Details of the buyer are submitted to the Export Factor (EF). 


EF forwards the details to another Factor in the buyer's country, called 
the Import Factor (IF). 


The Import Factor assesses the credit-worthiness of the buyer and grants 
a preliminary limit to the buyer. 


Based on the limit granted by the IF, a Factoring Agreement is signed 
between the seller and the EF. 


Once the Factoring Agreement is signed, a request is made by the seller 
to the IF for approval of a firm limit for the buyer. 


The Import Factor grants a firm limit on the buyer. 


The seller is now ready to deliver the first shipment of goods to the buyer. 


h, ii. Day-to-Day Operations 


The second stage of international factoring is all about day-to-day operations, 
as shown in the following diagram: 
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Process flow: 


6. 


Goods are shipped to the buyer. 
The Invoice, along with the relevant documents, is submitted to the EF. 


If documents are in order, the EF forwards the same directly to the buyer 
and informs the IF about the same. 


Importer 
Factor (EF) 


Exporter 
Factor (EF) 


The EF prepays an agreed percentage (say 80%) of the invoice value 
immediately to the exporter /seller. 


On due date, the IF collects payment from the buyer and remits proceeds 
to EF. 


The EF then pays the balance amount (say 20%) to the exporter /seller. 


Note: The above steps are repeated every time a new shipment is 
made to the buyer. 


i. Pricing for the seller 


There are two elements of pricing: 


i. A discount charge on the prepayment amount is calculated from 
the day pre-payment is made to the seller and applied at the 
end of each month. 


ii. A service charge on the gross invoice value is also recovered upfront 
by way of a deduction from the pre-payment amount. 


Summary 

1. Finance for import transactions starts from the time of shipment or 
shortly thereafter, depending upon the payment method used. 

2. Banks in Pakistan offer finance against Imported Merchandise (FIM), for 
a period not exceeding 90 to 120 days, the borrower has to pledge 
merchandise with the lending bank as collateral. 

3. Finance against Trust Receipt (FATR) is another product through which 


importer can obtain delivery of goods and arrange to retire the documents 
through proceeds of advance sale of goods. 
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10. 


11. 


12. 


13: 


14. 


15: 


16. 


17. 


Documents of title are delivered to customer against duly signed 
Trust Receipt form and related security arrangement covering 
hypothecation of goods. 


From bank's perspective it is considered a safer mode of lending 
than FIM. 


Structured import finance is a package of facility covering the transaction 
cycle, i.e. from credit issuance to release of imported merchandise 
through FIM or FATR and such packages are designed for corporate 
customers. 


A number of banks take exposure in commodity finance, subsequently; 
owing to competition margins shrink however some banks continue 
taking risk and eventually suffer losses. 


Prudent bankers therefore follow a system to monitor the market, define 
exposure limit for chosen few commodities and take corrective measures 
ahead of any negative development or glut in the market. 


Export financing are granted in two ways, Pre-shipment and post- 
shipment basis. Pre-shipment finance is for purchase of raw materials, 
processing, packaging, whereas post-shipment finance is available after 
goods have been exported for a period till export proceeds are realized. 


Negotiations of documents under LC, Purchase/Discount of export bill 
and Finance against foreign bills under collection / on consignment 
basis, Financing against Export Incentives and Advance against Retention 
Money are some variants of postshipment financing facilities. 


Export Refinance scheme fornon-traditional and emerging products was 
introduced in 1973 by SBP and in 1977 it was renamed as Export Finance 
Scheme (EFS). 


The scheme caters for Working Capital and Investment finance, through 
various models, e.g.,Export Finance Scheme (Part | & Part Il), Islamic 
Export Refinance Scheme and Long Term Financing Facility. 


Pakistan Export Finance Guarantee agency, PEFG was established in 
2009 with a view to provide Small Medium and Emerging Exporters 
access to bank credit, e.g. export trade finance guarantees, pre-shipment 
and post shipment. This agency failed to live upto its expectations and 
is no longer operational. 


"Forfait" is a French word meaning surrendering the rights; it implies 
purchase of debt instruments, i.e. bill of exchange, promissory note, 
drafts or other freely negotiable instruments. 


Forfaiting is a viable option for those sellers who wantcash upfront 
instead of waiting under deferred payments arrangements. 


Under forfaiting the seller is exposed to political, foreign currency, 
commercial, and payment risks. 


Factoring is a short-term Finance whereby a mercantile agent and / or 
Finance company purchases seller's receivables and assumes the credit 
risk, with or without recourse to the seller. It is used in the industrialized 
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countries and within trading areas with relatively similar structure of 
harmonized laws, rules and procedures. 


Export factoring is a financial tool for business houses that sell goods 
on wholesale basis on credit terms forimproving their cash flow and 
reduction in administration and overheads. 


Discussion questions: 


~ we YY 


10. 


11. 


12. 


13. 


14 
15 


16. 
17. 
18. 
19. 
20. 
21s 


22 


Why business houses need financing against their imports? 
What is the usual tenure for such financing? 
Describe various import financing products offered by banks in Pakistan? 


Which mode of financing is preferred from bank's perspective, give 
reasons in support of your answer? 


What are the risks associated with commodity trade and how they can 
be avoided? 


Describe the objectives of Pre-shipment financing facility from exporter's 
perspective? 


Discuss various modes of post-shipment financing facilities offered by 
banks? 


Describe various models of export finance facilities offered by State 
Bank of Pakistan? 


Can exporters avail post shipment finance under part - Il of SBP export 
finance scheme? 


How can it be determined that a commodity is not eligible for export 
finance? 


What is the maximum period allowed for direct and indirect exporters 
under export finance scheme? 


Outline the long-term financing facility offered by SBP for export oriented 
projects? 


Define Forfaiting? 


. Explain the underlying instruments / documents used in forfaiting? 


. What are the advantages and disadvantages of forfaiting for exporter 


and importer? 

Discuss the risks associated with forfaiting? 

How forfaiting companies conduct forfaiting business? 
Explain the process flow of forfaiting? 

Describe the essence of Factoring? 

What are the pre-requisites for factoring? 


Explain factoring on Non-recourse basis? 


. Enumerate the services offered under factoring? 
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23. Discuss the advantages and disadvantages of factoring? 


24. Outline the operations of International factoring? 
Case Study: Documentary credit fraud and Court injunction. 


In May 1987, Cambridge Goods Corp USA contracted to buy boxing gloves 
from a supplier named Duke Inc., which arranged with two Pakistani banks 
to finance the sale. To cover payment of the purchase Cambridge Corp was 
asked by the two financing banks to arrange an irrevocable documentary 
credit favouring Duke Inc. from its bank, i.e. Manufacturers Hanover Trust 
Company (MHT). 


When shipments arrived in USA, inspection revealed that Duke Inc. had 
shipped "old, unpadded, ripped and mildewed gloves rather than the new 
gloves" required. Cambridge commenced legal proceedings against Duke 
Inc., also involving MHT as a party, obtained a preliminary injunction 
prohibiting MHT from paying the drafts, and subsequently managed to 
obtain a stay order from the court of New York USA on payment of funds 
subject to the said credit. 


The Pakistani financing banks instituted proceedings to vacate the stay 
order and obtain payment against the drafts, claiming they were holders 
in due course of the drafts and hence were entitled to the proceeds thereof 
irrespective of any defences against the beneficiary. 


Challenge: 


Do you think it was an intentional act of fraud by Duke Inc., under these 
circumstances in your opinion, which of the two contesting parties, i.e. 
Cambridge Inc. or the financing banks got court's decision in their favour? 
Case study: Issuing bank's obligations under Documentary credit. 
In May 2003, Prime Industries, Faisalabad negotiated with a Chinese 
exporter, i.e. Jhao Sin Enterprise, Shanghai, to supply machinery worth 
USD: 1,880,000, CFR Karachi, to set up a yarn spinning factory. Machinery 
was to be manufactured upon receipt of confirmed LC from the importer. 
Other details of the transaction are as under: 


* Supplier agreed to extend credit facility of four months to the buyer. 


* LC to allow partial shipment as machinery would be shipped in three 
lots. 


* Shipment period of six month was allowed. 


* The agreement also required that supplier's team would assemble the 
machinery at the site and provide training to local staff. In June 2003, 
usance documentary credit for USD: 1,880,000 (120 days from BL date), 
was issued (subject to UCP-500 ) through a Pakistani bank favouring 
Jhao Sin Enterprise and first shipment arrived two months later, followed 
by two more shipments within a span of three months. Prime Industries 
duly accepted all drafts and took delivery of the machinery for installation. 
With the help of Chinese team the machinery was installed and 
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commissioned successfully, local staff was also trained, in the meantime; 
the first two acceptances matured and were paid accordingly, however; 
late February 2004, just two weeks prior to maturity date of third 
acceptance, Prime Industries lodged a complaint with the Chinese supplier 
stating that some units of the machinery were not functioning properly 
and unless the fault is rectified, Prime Industries will hold back the 
payment in respect of the third draft. Jhao Sin Enterprise replied that 
they are not responsible for the fault because their engineers left Pakistan 
only after successful commissioning of the machines, implying that it 
was a result of poor handling by the technicians operating the units. 
Prime Industries approached a local court pleading that Jhao Sin Enterprise 
has supplied faulty machinery and that issuing bank be ordered not to 
make payment against the third draft due in two days' time. The court 
granted the Stay in the case ordering the bank to refrain from effecting 
the payment until further court orders. 


The issuing bank was caught in a dilemma, on one side it was legally bound 
to obey court orders and on the other, it could not afford to renege its 
commitment made to the exporter bank to make payment on due date. 


The matter got worse when it was disclosed that accepted Bill has been 
discounted by the beneficiary and present holder in due course is another 


bank in UAE. 

Challenge: 

a. Do you think the importer was right in obtaining a court order? 

b. What would be the consequences if issuing bank effects the 
payment in spite of the court order? 

c. Explain why it was important for the issuing bank to effect the 
said payment on due date? 

d. Under the situation; does issuing bank have a responsibility to protect 


importers interest? 


e. What action in your opinion should issuing bank take to resolve 


the issue? 
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Patsix Ss International Trade Risks and 
mitigating Factors 


Chapter 1 


Student By the end of this chapter you should be able to: 


Learning Outcomes 
9 = Describe the market risk faced in an international trade transaction and 


its mitigants 


= Describe the Cross border/Country/Sovereign risk faced in an international 
trade transaction and its mitigants 


= Describe the supplier's non-performance risk faced in an international 
trade transaction and its mitigants 


= Describe the Counter party risk faced in an international trade transaction 
and its mitigants 


= Describe the Commercial risk faced in an international trade transaction 
and its mitigants 


= Describe the communication, transmission and transportation risk faced 
in an international trade transaction and its mitigants 


= Describe the Fraud risk faced in an international trade transaction and 
its mitigants 


= Describe the Forex/Currency risk faced in an international trade transaction 
and its mitigants 


= Describe the credit risk faced in an international trade transaction and 
its mitigants 


= Describe the Political risk faced in an international trade transaction and 
its mitigants 


= Describe the Civil commotion, acts of terrorism and force majeure faced 
in an international trade transaction and its mitigants 


Introduction 


Analysis of a typical credit portfolio at any bank will reveal that, in general, 
over 50% of all companies are involved in cross-border trade in one way 
or another. Banks and financial institutions provide support to these 
businesses with a unique set of risk management techniques. Traditionally, 
international trade has always been considered "low risk", as compared 
with other forms of bank lending and the reason for this is the fact that 
trade-related financing is: 


* Short term 


*  Self-liquidating (e.g., banks finance the import of goods which are then 
resold to repay the bank) 
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* Secured (by the underlying goods) 


* Speedily completed (e.g., within the short life of a documentary credit, 
there may be several transactions which are completed quickly, at "high 
velocity"). 


Nevertheless, there are three main areas of risk as described below: 


a. Macro risks 
b. Micro risks 
c. Product or transaction risks. 


Macro risks can be defined as those external factors which have the 
potential to impact adversely on a customer's international trade business. 
Such risks arise at the individual customer level and are confined to the 
financial (credit) and operational risks associated with their business. 
Problems most frequently caused in trade finance are due to lack of 
appreciation of country risk, foreign exchange risk, industry risk, bank 
risk and fraud. Some of these are discussed below. 


6.1 Country Risk 


The factors usually associated with this type of risk are the political and 
economic stability of a country, exchange controls, if any, and a country's 
desire for protection of its domestic industry at short notice. 


All these factors will determine whether the country can and will honor its 
payment commitments on time. For example, for many so-called first world 
countries, Sri Lanka and Pakistan represent a reasonable short term risk, 
(i.e., an export exposure up to two years is considered in order, provided 
the Sri Lankan importer can produce a documentary credit, preferably 
confirmed by a "first class" bank.) This is so because these countries have 
liberalized exchange controls, with no history of default on foreign debt 
commitments and a reasonably robust economy. What holds these countries 
back from being seen as a "more comfortable" level of risk are the internal 
political and security issues. 


Country risk is a combination of three risk factors as defined below: 
a) Political risk 


Political risk is often described as the most important risk in emerging and 
developing markets. It reflects the possibility that political decisions or 
political or societal events in a country will affect the business 
environment in such a way that exporters will lose money or not make as 
much money as they expected when the transactions were made. Political 
risks can be very subtle and difficult to notice, but still as dangerous as the 
obvious ones. Political and economic risks are often closely related and 
intertwined as political concerns influence economic policies and vice versa. 


International Trade Risks and mitigating Factors 198 


199 


b) Economic risk 


Economic risk, sometimes also referred to as financial risk, represents the 
threat of unfavorable changes in foreign exchange rates, interest rates and 
commodity prices, which in turn can disrupt the business in a foreign 
market and often lead to foreign market abandonment. 


c) Cultural risk 


Cultural risk is probably the most difficult to define out of all risks that 
constitute country risk. This is due to the fact that there is no straightforward, 
agreed definition of culture. Culture is constituted of many elements, some 
are easier and others more difficult to identify; it is something dynamic that 
evolves over a period of time through the interaction of people; it 
can be transnational, but a single culture can also encompass many 
sub-cultural groups. 


Since each country is unique and different from others with regard to the 
elements that comprise social and cultural values, international business 
is also carried out sometimes in a very different manner from domestic 
business transactions. Keeping all this in mind, cultural risk may be defined 
as potential losses caused by inability to adapt to foreign culture(s) because 
of a lack of understanding of the elements that comprise foreign culture. 


6.2 Micro Risk 


Micro risk is also a type of political risk that refers to political actions in a 
country that can adversely affect selected foreign transactions. Micro risk 
can crop up from events that may or may not be in the reigning government's 
control, e.g. sudden shortages of raw materials, power failures, strikes and 
civil commotions, breakdown of law and order, etc. Some possible scenarios 
can be anticipated ahead of time by way of periodic and detailed economic 
and political analysis of the counterparty's country and drawing conclusions 
from the available data. In most banks, specialized Risk Management 
departmental units, managed by qualified professionals, are entrusted with 
the task of introducing and managing a mechanism by which to identify, 
assess, judge, anticipate risks, assign risk ownership, take actions to mitigate 
them and initiate an appropriate monitoring and review process. 


As management of risk is not a linear process, but rather a balancing of a 
number of inter-woven elements which interact with each other and which 
have to be in balance with each other, the conclusions that may be drawn 
from the above-cited analysis and their application in the risk profiling 
matrix determines the risk tolerance for any transaction. This exercise may 
be carried out on a product and / or transaction basis to identify and evaluate 
threats, assess vulnerability and devise a mitigation strategy, to allocate 
a country credit ceiling, controlling the level of exposure that the bank will 
assume for each country, product, or even transaction. This system of policing 
is vital to strike a balance between the stability of the institution and greater 
profitability of transactions with higher risk areas, nevertheless, quite often 
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resistance is obvious among commercial bankers and these risk management 
units may be perceived as being too strict at times and that business 
considerations are being overlooked. 


6.3 Market Risk 


Market risk is a potential area for loss resulting from adverse movements 
in factors such as interest rates, foreign exchange rates, trade instruments 
such as drafts and bills, equity and commodity prices, etc. Market risk 
may also emanate from off-balance sheet items. 


In relation to trade-related market risks, the following measures can be 
used for risk mitigation. 


* Evaluate and determine exposure limits with regard to transactions 
under letter of credit, bill purchase, exposure on counterparty bank, 
trade acceptance, etc. 


* Limit should define maximum exposure on per transaction basis as 
well as in aggregation, i.e. risk tolerance. 


* Introduction of effective internal mechanism to identify, measure, 
monitor market risk and future outlook. 


* Since risk management is a highly sensitive function, only suitably 
qualified staff should be entrusted with the task of managing market 
risk. 


6.4 Bank Risk 


Banks operating around the world have varying degrees of stability and 
strength, and the business pages of major magazines and newspapers over 
the last two years or so have been filled with articles on the poor performance 
and, in some cases, the collapse of some renowned major banks. 


When financing an importer or an exporter, a bank often looks to the security 
of a backing document issued by another bank, be it a guarantee or a 
documentary credit. It is important to realize that the documentary credit 
issued by Bank A may not be as secure as that issued by Bank B, due 
to Bank A. 


Other elements which might trigger an alarm are when a bank is found to: 


* have a history of delaying or actually reneging on payment. 
* have a habit of rejecting documents citing trivial discrepancies. 


* be domiciled in a country notorious for foreign exchange restrictions 
and moratoriums; and 


* being domiciled in a country classified as high risk. 


Addressing the issue of bank risk is generally quite a complicated and 
sensitive issue, even more than country risk, as it requires a delicate 
balancing act in protecting shareholders' interests without stifling the 


International Trade Risks and mitigating Factors 200 


201 


business growth of the bank. Therefore many banks leave this problem to 
the Risk Management unit and seek their guidance from time to time. In 
fact, a number of banks compile and distribute risk-related guidelines for 
the benefit of their operations staff and anything outside such parameters 
has to be referred to the Risk Management department for clearance. 


Product risk defines risks specific to the type of transaction, in this case 
international trade, which comprises a number of transaction-specific 
elements as detailed below. 


6.5 Foreign Exchange Risk 


Payments and receipts in foreign currency are an everyday occurrence in 
international trade and the trader is always at the mercy of exchange rate 
fluctuations due to various economic, political and even purely speculative 
reasons. The astronomical volume of the global foreign exchange market 
leaves the importer/exporter with no control and any adverse movement 
in the transaction currency vis-a-vis the local currency can wipe out the 
entire profit, and more, of the deal. 


Therefore as a preventive measure, businesses enter into forward foreign 
exchange contracts to protect their profit margin. Surprisingly, many lending 
officers in banks consider the dealing room of a bank as a place of mystery 
and leave their customer to discuss any exchange rate issues with the 
dealer. This should not be the case and lenders must make efforts to gain 
at least a basic understanding of the workings and trends in the market. 


6.6 Fraud Risk 


There are various types of fraud such as documentary fraud, counterpart 
fraud, insurance scams, cargo theft, scuttling and piracy. The golden rule 
is "if the deal looks too good to be true, it probably is" and one should be 
cautious when dealing with transactions which are much larger in value 
than the norm. Forged documentary credits are always in circulation and, 
fortunately, an experienced trade services officer can detect a counterfeit 
credit more often than not. 


In cases where goods are released against an undertaking by the importer 
to pay at a date in future, acceptance of a D/A draft (documents against 
acceptance) transaction is more risky than D/P as the exporter/ financing 
bank loses control over the goods, hence this requires backing by suitable 
collateral. 


6.7 Counterparty Risk 


A supplier may ship substandard goods or, worse still, complete rubbish, 
so the buyer must guard against this by finding out as much possible about 
the exporter using status reports and other confidential information from 
banks and credit information bureaus, such as Dun & Bradstreet, 
Equifax, etc. 


There have been instances where the exporter has shipped rubbish and 
has still managed to produce a compliant set of documents. In such a 
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case, under the provisions of UCP-600, the issuing bank will have to accept 
them. The only redress available to the importer is if he can conclusively 
prove fraud and get the courts to issue an injunction restraining the bank 
from making payment. So it is always wise to request a reliable third 
party, like SGS (a firm of international cargo inspectors) to inspect the 
goods prior to shipment and produce a report called an inspection certificate. 


6.8 Non-payment Risk 


Usually exporters submit documents to their bank with a request to negotiate 
the same, i.e. give value for the documents prior to reimbursement by the 
issuing bank. The exporter's bank, now acting as the negotiating bank, 
checks the documents against the credit and, if found compliant, discounts 
the export bill, provided bank risk and country risk considerations have been 
dealt with. 


Subsequently, if the issuing bank finds discrepancies overlooked by the 
negotiating bank, it will reject the documents, and if the applicant is also 
unwilling to take up the documents, the negotiating bank will have to turn 
to the exporter for reimbursement, usually not an easy task as the exporter 
may have already used the funds for other trading activities. The situation 
may become serious if the negotiating bank is also the confirming bank, 
so in order to mitigate the risk of non-payment, the negotiating bank must 
understand the underlying transaction and be comfortable that the trading 
parties will honour their commitments. The operational proficiency and 
integrity of the issuing bank must be considered carefully, since it can be 
a challenging process to deal with banks that habitually reject the documents 
on account of trivial discrepancies and delay payments. 


6.9 Interest Rate Risk 


Interest rate risk is related to mark-up / interest-bearing asset, in the case 
of a floating rate loan or supplier's credit facility by the exporter favouring 
the importer. Any changes in interest rates will cause the interest-bearing 
liabilities to be re-priced at a rate higher than that of the interest-bearing 
assets, and this means thatthe seller would receive less against his exports, 
as the interest cost for their facility to the buyer has increased. 


Often exporters resort to financing, usually obtained on floating markup 
rates to finance their export orders, which is repaid from the export proceeds. 
If, during the period of the facility the mark-up rate is revised upward, it 
would mean extra cost to the exporter. In order to address this risk, the 
borrower should either go for a fixed mark-up arrangement or protect 
himself through a suitable swap agreement. 


6.10 Commercial Risk 


This is the financial risk assumed by a seller while extending credit without 
any collateral or recourse, i.e. in the case of an open account or on sale 
of consignment basis. It translates into the risk of interest rate, nonpayment, 
capital and liquidity risk, etc. Solution of the problem lies in a sound KYC 
process, an up-to-date confidential credit report on the buyer, and involving 
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a bank in the payment process. However, there may possibly be a gap in 
the country risk, i.e., if a bank is located in a country that becomes insolvent 
or suffers some other economic or political change, the buyer's bank might 
be unable to meet its obligations. 


6.11 Credit Risk 


Credit risk arises from the potential that an obligor is either unwilling to 
perform on an obligation or its ability to perform such obligation is impaired, 
resulting in economic loss to the bank. In other words, credit risk is the 
probability of loss from a debtor's default, which happens when an importer 
does not pay the invoice upon the due date. 


Credit risk can be mitigated by taking several measures, such as 


a) Detailed credit evaluation/ appraisal process before executing the 
transaction. 


b) Identify risk areas and adopt measures to monitor and control 
the transaction. 


c) Transaction should be allowed only after completion of credit 
administration and loan documentation. 


d) By way of arranging export credit risk insurance policy in respect of 
the receivables (this kind of cover is not offered by insurers in Pakistan). 


6.12 Non-performance Risk 


An exporter may fail to carry out his obligations in a sales contract owing 
to one or more endogenous factors which may result in his failure to 
meet export orders, which in turn may affect the importer's business 
adversely. Therefore, if possible, a suitably worded performance guarantee 
should be sought from the exporter to avoid this risk, or the importer 
should deal only with sellers with a sound reputation or an established 
track record. 


6.13 Transit Risk 


During transit from one point to another, there is a possibility of damage 
to goods because of poor cargo handling, improper packaging and /or 
natural causes which may result in potential losses to the buyer; therefore, 
in accordance with the contract between the two parties, suitable cargo 
insurance coverage should be arranged to mitigate transit risks. 


6.14 Documentation Risk 


Quite often documents of title and invoices, etc., contain lacunas which 
may potentially lead to lengthy correspondence between the banks and 
businesses asking for clarifications and corrections, resulting in delayed 
payment from the buyer and/ or problems at Customs. Robust in-house 
operating procedures should be introduced by exporters for preparation 
of export documents to minimize such risks. 
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6.15 Legal Risk 


Legal risk is the potential threat of financial loss arising from uncertainty 
of legal proceedings or changes to legislation, such as foreign exchange 
control policy or trade embargoes. As a result of these unexpected 
developments or changes in laws and regulations, the sales contract could 
be frustrated. An effective tool is to ensure that, before signing, the sales 
contract is vetted by the exporter's legal counsel. The services of a 
professional advisory company in the importing country should also be 
sought to ensure that, even in the case of any adverse legislation in the 
importer's country, the exporter's interests remain well protected. 


Summary 


1. As compared with other forms of bank lending, international 
trade is considered a "low risk" business. 


2. However it is exposed to three main areas of risk, i.e. Macro risks, 
Micro risks and product or transaction risks. 


3. Management of risk is balancing of a number of inter-woven elements 
which interact with each other. 


4. This mechanism is vital to strike the equilibrium between stability of 
the institution and greater profitability of transactions with higher risk 
areas. 


5. It takes into account market risk, Bank risk, Foreign exchange risk, 
Fraud risk, Counterparty risk, non-payment risk, Interest rate risk, 
commercial risk, etc. 


6. Risk profiling matrix enables the management to take riskbased 
decision. 


Discussion questions: 


1. Why international trade transactions are considered a low risk business 
and what are the reasons for this perception? 


2. Explain the main areas of risks in a cross-border trade transaction and 
what do they represent? 


3. Compare country risk, political risk and economic risks, how do they 
influence each other? 


4. What is the relationship between micro risk and political risk, particularly 
within the context of conditions prevalent in Pakistan? 


5. Which factors come into play in determining the risk tolerance in a 
transaction? 


6. How banks can minimise the fraud risk? 


7. Differentiate between counterparty risk, non-payment risk and 
commercial risk in international trade transaction? 


8. How legal risk in a cross-border transaction can be minimised? 


9. How frequently risk profiling exercise should be conducted by a bank? 
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Partseven sd Role of Treasury in International 
Trade 


Chapter 1 


Learning Objectives By the end of this chapter you should be able to: 
= Explain the changed profile of foreign exchange markets (since 2000) 


= Describe the dynamics of the foreign exchange market, demand and 
supply factors that affect the forex market, major currencies used for 
trade and major players (ACU dollars, ACU Euros) Describe the process 
of spot payments for an import/export transaction 


= List and describe the features of various exchange risk coverage products 
available to the importer and exporter 


= Recall the regulatory reporting requirements 


= Describe how options and contracts work from the time of booking of 
an option/contract till the close out 


= Define the terms Nostro and Vostro accounts 


= Describe how the funding mechanism for Nostro and Vostro accounts 
work and the impact of import payments and export receivables on 
these accounts 


= Describe the role of treasury in the payment inflow/outflow process 
= Describe the process of closing out exchange exposure 


= Describe the mechanism for monitoring of exchange risks 


= List the consequences of delayed reporting or misreporting of trade 
transaction to treasury 


7.1 Introduction 


In simple terms, the prime function of a bank's treasury is asset / liability 
management. This involves management of the bank's reserve and risk 
capital requirements, funding the bank's balance sheet through a number 
of creative stratagems, forecasting net interest income (NII), measuring the 
bank's interest rate risk (IRR) or conducting sensitivity analysis in light of 
impending changes in prevailing interest rates. 


Despite being a back-stage player, a bank's treasury department is invariably 
involved in every foreign currency payment within the ambit of 
international trade or even otherwise. This is possible only through a 
series of tasks performed at treasury level, exchange rate calculations, spot 
and forward sale / purchase of foreign currency, swaps and hedging 
techniques, purchase and discounting of foreign bills, settlement of import 
/ export transactions, handling the two-way traffic of payments, reconciliation 
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of nostro accounts in various currencies, etc. Currency trading is a key source 
of revenue generation for a bank's treasury; however, its scale is equal 
only to the efficiency level of its treasury operations and management of 
currency positions. 


7.2 Evolution of Pakistani foreign exchange market 


Since 1948, when it was first announced, Pakistan's exchange rate policy 
has undergone several changes. Up until September 1971, the country's 
exchange rate remained pegged to the Pound sterling, and thereafter it 
was tied with the US Dollar which is now Pakistan's reserve currency. 
In January 1982, an exchange rate regime of managed float was adopted 
which was based on a basket of currencies. In 1991, with the onset of 
financial sector reforms, a liberalized exchange regime was introduced 
with the objective of achieving current account convertibility of the Pak 
Rupee, which was realized in 1993. The reform process was finally 
completed in 2000-2001. 


The nominal value of the Pak Rupee also went through various changes. 
In Sept, 1949, the decision was taken not to devalue the Rupee in spite 
of the fact that the current account (CA) deficit in 1948-49 was around 
2.5% of the country's GDP. Fortuitously, the Korean War helped Pakistan 
to come out of this deficit and in 1950-51; Pakistan witnessed a surplus 
in its current account. However, with the end of the Korean War in the 
latter half of 1953, the tide was reversed and the country was again 
drowned in the quagmire of current account deficit. 


In July, 1955, the Rupee was devalued for the first time. In the next year, 
the position deteriorated, and after that there were few positives, if any, 
for Pakistan's economy. In 1955, the nominal exchange rate was fixed at 
Rs: 4.76 per USD; however, thanks to the export bonus scheme, effectively 
a multiple exchange rate system was prevalent. In 1971, the Rupee was 
adjusted at RS: 7.76, and in 1972 it was again adjusted at Rs: 11.00 
per USD. 


In 1973-73, the Rupee was devalued 56.73%. At that time support for the 
current account was mostly by way of receipts under aid from donor 
agencies. The same features are prevalent even today, with the result that 
the Rupee has depreciated by about five hundred percent since 1973. 
Economic managers over the decades have continuously been struggling 
to wade through one crisis to another, and these are mostly due to internal 
rather than external factors. On a more positive note, after the rather 
tumultuous financial events of 2007-2008, the foreign exchange market 
has now stabilized somewhat. This can be gauged from the fact that forward 
points, an indicator of the future trend of the Forex market, that were Rs: 
3.70 per USD in June 2008, have now eased out. The country's Forex reserves 
have also improved. This is essential to meet import obligations and 
support the FX market in order to prevent undue fluctuations in the nominal 
exchange rate. 


Perhaps the single most significant development during the last ten years 
in the country's foreign exchange market is the maturity level attained by 
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the market and its players. During the decade of the nineties and the early 
part of the current decade, instances of rumours-based speculative trading 
were rife; whenever lump payments on account of loan serving or oil 
imports were in sight, the market would experience shortages, jacking up 
the rates. 


In the wake of market reforms introduced by SBP, thanks to close 
monitoring and occasional market interventions by SBP, frequent market 
jitters have given way to maturity. The market of today has demonstrated 
resilience in absorbing occasional pressures and it is evident from the 
relative stability of the Pak Rupee which for more than a year has been 
moving within a narrow band, despite numerous economic and fiscal 
challenges faced by the country. This has happened mainly in response 
to domestic economic factors. 


Given below are some key developments in the last decade or so that 
have impacted on the country's foreign exchange market. 


2000 


* State Bank empowered the banks to approve applications for remittance 
of surplus freight collections of foreign shipping companies voyage- 
wise. 


* Reversing the decision taken by SBP in 1998, banks were authorised 
to allow outward remittances from their customers' SCRA. (Special 
convertible Rupees Accounts). 


2001 


* Remittance of Royalty/Franchise and Technical Fee or service charges 
allowed for Foreign Direct Investment (FDI), i.e. Agriculture, Social 
Infrastructure and service projects, including international food chains. 


* With prior SBP approval, residents of Pakistan, firms and companies 
were allowed to make equity-based investment (other than portfolio 
investment) in companies/joint ventures abroad on repatriable basis. 


* Nostro balance limits imposed on Authorised Dealer banks in 1999 
were withdrawn. 


* For inter-bank operations, banks were permitted to freely buy and sell 
foreign currencies from and to other Authorised Dealers in Pakistan 
within their respective permissible exposure limits. 


2002 


* With SBP approval, pre-payment of Foreign Private Loans (other than 
Government-gquaranteed loans), was permitted on a case-by-case basis. 


* Banks were given general permission to determine their own rates of 
exchange, both for ready and forward transactions for the public, subject 
to the condition that the margin between the buying and selling rates 
should not exceed twenty paisa per US dollar, or its equivalent in other 
currencies. 
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2003 


* Banks no longer required surrender to SBP the foreign currency deposits 
mobilized by them. 


* SBP stopped providing forward cover facility and no rollover of existing 
cover was to be allowed. 


2004 


* 'B' Category exchange companies established under F.E. Circular No. 
06 dated June 07, 2004, were permitted by SBP to carry overnight 
foreign currency exposure upto 25% of their capital base. 


* Advance remittance against imports allowed up to 50% of the estimated 
C&F value of the goods only against irrevocable letters of credit covering 
import of certain machinery and equipment. 


* State Bank of Pakistan declared to provide foreign exchange to the 
market from its resources to make payments for import of POL products. 


* Banks/DFls were permitted to undertake derivatives business, foreign 
currency options, forward rate agreements, and interest rate swap, 
provided they meet the eligibility criteria and have obtained status 
confirmation from SBP. 


2005 


* Locally established mutual funds were allowed to invest abroad for the 
purposes of diversification of their asset classes / portfolio, to the extent 
of 30% of the aggregate funds mobilized, in permissible categories 
subject to a cap of USS$:15 million at any given time. 


2006 


* Non-residents were permitted by SBP to trade in shares in Futures 
Market through their Special Convertible Rupee Account. 


2007 


* For the purpose of liquidity management, banks in Pakistan were 
permitted to obtain foreign currency (FCY) borrowing from International 
Financial Institutions. 


* Subject to certain conditions, advance payments against import 
documentary credits and firm registered contracts allowed up to 100% 
of the FOB or CFR value of the imported goods. 


* Reversing the decision taken in November 2004, SBP instructed the 
banks to purchase foreign currency for import of furnace oil and all POL 
products only from interbank market. 


2008 
* Forward Cover Facility against imports suspended by SBP. 


* Facility of Advance Payment against imports reduced from 50% to 25% 
of the FOB or CFR value of the goods. 
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* SBP announced to provide foreign exchange to the banks for import of 
all categories of furnace oil and also against other POL products. 


* Various monitoring controls introduced by SBP to regulate the operations 
of exchange companies. 


- Forward Cover Facility against imports on L/C basis allowed for a period 
not less than one month and up to a maximum period of one year on 
rollover basis. 


2009 
* ACU Euro included in the ACU mechanism along with ACU Dollar. 


* Aggregate Foreign Exchange Exposure Limit (FEEL) of Authorised Dealer 
banks set as 20% of their Paid-up Capital with a cap of PKR 2.00 billion. 


* SBP shifted oil payments to interbank market bank. 
2011 


* Forward Cover Facility against imports restored only against documentary 
credits and for a minimum period of one month. 


The above chronology of events is a manifestation of a well thought-out 
strategy by SBP to instill maturity into the country's foreign exchange market 
so that it can absorb shocks, while maintaining a delicate balance between 
exchange rate stability and the reform agenda adopted in the decade of 
the nineties. 


When compared with other emerging markets, Pakistan's foreign exchange 
market is still small but with a sustained growth pattern. In 2006, daily 
volume of FXs deals was around $: 200 million. In 2010 it grew to $ 400- 
600 million. The increase may be encouraging, but a host of related issues 
and professional behaviour or lack of it, has a role in making FX market 
activities more volatile as compared to other markets. 


The above statistics relate to the interbank market, i.e. the official channel, 
whereas activities carried out through the unofficial channel, i.e. 'KERB', are 
also significant and sometimes dwarf the volume of formal marketcreating 
problems for SBP. While various measures have been taken to address this 
issue through implementation of stricter operational controls and monitoring 
the activities of exchange companies, the battle has yet to be won. 


7.3 Dynamics of foreign exchange market 


Treasury operations are quite similar to the activities of a trading house 
where bank dealers trade currencies in the foreign exchange market or 
with bank customers in a profitable manner. The extent of profit from these 
activities depends on a number of factors, e.g. the county's economic profile, 
regulatory framework, demand and supply of currency, customer needs, etc. 


The foreign exchange market primarily performs the following functions: 


i. Facilitates smooth inflow and outflow of foreign currencies, in 
order to meet the country's obligations. 
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ii. Operates in a manner that aims to avoid abrupt and significant spikes 
in the country's nominal exchange rate. 


iii. Facilitates market players hedging their risks. 


When a foreign currency dealer wants to exchange one currency for another, 
the first question that comes to mind is about information on the exchange 
rate. A number of other factors affect currency rates, e.g. inflationary 
pressures, interest rate differentials, supply and demand dynamics, etc. 


The supply of and demand for a particular country's currency is influenced 
by certain specific elements. If the excess of interest rates over inflation 
is higher in one country than in other countries, then investors will tend 
to choose to invest in that country, which will increase demand for that 
country's currency. If the excess of interest rates over inflation is lower 
in one country than in other countries, then investors will tend to not 
choose to invest in a country with a lower differential of interest rate 
over inflation, thereby decreasing demand for that country's currency. Thus 
the interest rate and inflation are key factors influencing supply of and 
demand for a country's currency and exchange rates. 


Trade balance also affects currency exchange rates. There is greater demand 
for currency of the countries that export significantly more than they 
import. This is in order to satisfy the ensuing imbalance. Similarly, there 
will be lower demand for currency of countries that import much more 
than they export, because of the imbalance. 


Investors' confidence can also sway currency exchange rates. If investors 
are confident that a country's economy has a positive outlook, they will 
prefer to buy that country's assets, pushing up the value of that country's 
currency. 


Volatility and unpredictability of a currency may also have an impact on its 
exchange rates vis-a-vis other currencies, sometimes significantly eroding 
the value of assets in a foreign currency held by investors of that country. 
For instance, during the first quarter of 2009, in spite of the worst credit 
crisis faced by the USA in decades, the US Dollar rose sharply against all 
major currencies. This adverse currency movement led to more pronounced 
negative returns for many U.S. investors on their overseas portfolio during 
this period. 


7.4 Exchange risk hedging 


Currently in Pakistan, the following products are available for exchange 
risk hedging: 


a) Forward contract fixed and option. 
b) Swap transaction. 
c) Currency swap. 
d) Financial derivatives: 
- Foreign Currency Options 
- Forward Rate Agreement 
- Interest Rate Swap 
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a) Forward contract fixed and option 


A forward contract (Deal) is a binding agreement between the bank and 
its customer for purchase and / or sale of a specified amount of foreign 
currency at a rate (forward rate) fixed at the time the contract is taken up, 
for delivery in future. 


Deals having a delivery period of more than two business days from the 
date of the deal (generally one month onwards) are classified as forward 
deals. When maturity of a deal or delivery of a spot deal falls on a nontrading 
day, public holiday or week-end, its delivery date shifts to the 
following business day. As the Financial Market Association in Pakistan 
(FMA) has resolved, "spot" means settlement on the next working day. 


The value date for forward transactions is also computed accordingly. 
However, with regard to SBP, spot deals are done under same day value, 
and deals for a broken number of days within the same month are known 
as shorts or short dates. 


A forward rate is the exchange rate fixed on the date of deal, delivery 
against which will take place on a fixed date, or between two dates in 
future. Forward contracts can be arranged to cover periods for as long as 
10 years ahead in some major currencies, but generally for periods between 
one and twelve months. 


A 'Fixed' forward contract implies that the future date at which delivery 
will take place is determined at the time of contract, whereas in an ‘option’ 
contract, the time at which the transaction will take place is any time 
within the specified future period. The customer has the 'option' to 
choose the date within the specified period when he will complete the 
transaction. Barring this element of ‘choosing the date', an option contract 
is just as binding as and is similar to a 'fixed' contract. 


When request for a forward contract is made by the importer, the following 
process takes place: 


i. The branch concerned forwards the request to its treasury. 


ii. Treasury dealer records the transaction in the currency blotter 
and provisionally advises the contract rate to the customer via its branch. 


iii. Meanwhile details of the contract are recorded in in the forward 
contract register and contingent book keeping entries are passed in 
treasury's book. 


iv. Written deal confirmation is sent to customer through the relevant 
branch of the bank. 


v. If possible, dealer would match the transaction within his overall currency 
position; otherwise position is covered by going into the interbank 
market. 


In cases where the importer fails to take up delivery of the forward 
contract, treasury, upon expiry of the contract, calculates the differential 
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between the contracted rate and spot selling rate prevailing on the date 
of expiry and resultant impact, positive or negative, is passed on to the 
importer. A similar process is adopted in cases where an exporter fails 
to take up the forward purchase contract. 


b) Swap Transaction 


A swap transaction entails simultaneous sale and purchase or vice versa of 
the same foreign currency with the same counter-party as a single transaction 
with two different value dates at the agreed exchange rates. Under a swap, 
the bank contracts to pay and receives the same (or nearly the same) 
amount of foreign currency, the difference in rates representing the interest 
differential of the foreign exchange currencies involved for the period of 
the swaps. 


A swap transaction enables a company to utilize funds held in one 
currency towards meeting obligations denominated in another currency, 
without incurring foreign exchange risk. It is an effective and efficient 
cash management tool for companies that have assets and liabilities 
denominated in different currencies. 


c) Currency swap 


A currency swap is similar to a parallel or back-to-back loan. In a currency 
swap, the counter-parties do not lend currencies to each other but sell them 
to each other with a simultaneous agreement to reverse the exchange of 
currencies at a fixed date in future at the same price. The interest rates for 
the two currencies are not reflected in the two exchanges but are paid 
separately. 


Currency swaps are an essential financial instrument utilized by banks, 
multinational corporations and institutional investors, under which the 
bank exchanges with the customer notional amounts of different currencies 
initially, and a series of interest payments on the initial cash flows. 
Quite often, one party may have to pay a fixed interest rate, while the 
other pays a floating exchange rate. At the maturity of the swap, the 
principal amounts are exchanged back. Unlike an interest rate swap, the 
principal and interest are both exchanged in full in a currency swap. 


d) Financial Derivatives 
Under this category the following products are offered by banks in Pakistan: 
a___ Foreign Currency Options 


Foreign Currency (FX) options are contracts that give the buyer the right, 
but not the obligation, to buy or sell one currency against another, at a pre- 
determined price and on or before a pre-determined date. Buyer of a call 
(put) FX option has the right to buy (sell) a currency against another at a 
specified rate. If this right can only be exercised on a specific date, then 
the option is said to be European, whereas if the option can be exercised 
on any date prior to its maturity, the option is said to be American. Maximum 
tenor of the option may not exceed one year. 
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b. Forward Rate Agreement 


A Forward Rate Agreement (FRA) is an interest rate contract between two 
parties that allows an entity to position itself in the interest rate market. 
Economically, FRA is similar to forward borrowing or lending transactions; 
however, in case of FRA, the actual lending/borrowing does not take place. 


The parties enter into a contract at a rate for a "Notional Principal" amount. 
On the settlement date, the transactions are "Net Settled" against a pre- 
determined "Benchmark" or Reference rate. The party incurring a negative 
interest rate differential under the transaction settles this by paying the 
counter-party the difference amount. FRAs are off-balance sheet transactions. 


The payment of the interest differential is usually settled "upfront", i.e. 
at the settlement date, with the interest differential "discounted back" to 
the present value. This discount is calculated by using the settlement 
interest rate. 


The party quoting the future rate agreement is called the "quoter" and the 
party receiving the quote is called the "receiver". Either party can be called 
the "seller/ lender" or the "buyer/ borrower". 


Dealing in FRA is permitted in Pak Rupee only, and while there is no 
restriction on the minimum tenor, the maximum tenor of the FRA is 
restricted to twenty four months. 


c. Interest Rate Swap 


This is a financial contract between two parties exchanging or swapping a 
stream of interest payments for a ‘Notional Principal’ amount on multiple 
occasions during a specified period. 


The swap is usually "fixed to floating" or "floating to floating" exchange 
of interest rate. As per the contract, on each payment date during the 
swap period, the cash payments, based on the difference in fixed/ floating 
or floating / floating rates, are exchanged by the parties with one another. 
The party incurring a negative interest rate differential for that leg pays 
the other counter-party. A company typically uses interest rate swaps to 
limit or manage its exposure to fluctuations in interest rates or to obtain 
a marginally lower interest rate than it would have been able to get. 


While there is no restriction on the minimum or maximum size of "notional 
principal" amounts of Interest Rate Swaps or tenor, the maximum tenor of 
the interest rate swap is restricted to 5 years. 


7.5 Preferred Foreign Currencies 


It is interesting to note that foreign currency trading in Pakistan is mostly 
limited to four major currencies, i.e. US Dollar, Euro, Japanese Yen and UK 
Pound sterling, and in almost 85% of deals USD appears as one of the 
currencies. This is partly due to a general bias of people towards USD who 
fancy this currency mainly because it is perceived to result in mark to- 
market gains for its holders and partly due to the fact that the US Dollar is 
Pakistan's reserve currency. 
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It may be added that, despite recent erratic behaviour of USD in world 
financial markets, it still remains the most commonly traded currency 
at global level. 


7.6 Asian Clearing Union (ACU) 


Alongside the conventional foreign exchange market, in Pakistan and eight 
other countries, there exists an intra-regional clearing house / payment 
system, known as Asian Clearing Union (ACU), which was formally established 
in late 1974 with India, Iran, Nepal, Pakistan, and Sri Lanka as the founding 
member countries. 


Subsequently, Bangladesh, Bhutan, Maldives, Myanmar, Nepal and Sri 
Lanka were also included in the union which facilitates settlement in Asian 
Monitory Units. These presently comprise two currencies, namely, ACU Dollar 
and ACU Euro. 


Under ACU, the participant countries settle payments for current account 
transactions through central banks of their respective countries. The ACU 
mechanism aims to facilitate payments amongst member countries and 
promote the use of participants’ currencies, thereby economizing the use 
of the participants' exchange reserves and transfer costs, as well as 
promoting trade among the participating countries. 


7.7 Nostro and Vostro Account 


A nostro account is a demand account held by a local bank in a foreign 
country in the currency of that country, e.g., an account maintained by a 
Pakistani bank with a bank in New York is a nostro account for the 
Pakistani bank. 


Every day banks all over the world send and receive, for and on behalf 
of their customers and on their own account, millions of transactions 
denominated in various currencies. As required by their business needs, 
banks sign Agency Agreements with correspondent banks of their choice 
at key financial centres in terms of which nostro accounts in foreign 
currencies are established and maintained in order to facilitate settlement 
of ensuing transactions. Such an account is called a 'vostro' account in 
the books of the correspondent bank. 


In other words, a nostro is an account maintained by a local bank with 
another bank or a branch of the same bank located in a foreign country. 
Usually such an account is maintained in the country of domicile of that 
particular currency. 


An account maintained by Bank 'A' with Bank 'B' in the same country 
is also bracketed as a nostro account because its scope and operational 
methods are akin to any account opened with an overseas correspondent. 
Derived from the Latin language, the terms "nostro" and "vostro", means 
"ours" and "yours" respectively. If a Pakistani bank has to open a Euro 
denominated nostro account with a foreign bank, it will choose a 
correspondent bank in the European Union with whom they have a 
relationship for that specific purpose. 
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A nostro account is not a typical checking account; it is treated differently 
in the books of the correspondent bank. Transactions to and from these 
accounts are normally under wire transfers to ensure identity credentials 
and special handling. Under such arrangements, the account holder bank 
can also draw Banker's cheques on the nostro account. 


As a banker for the bank, the vostro account holding bank delivers a host 
of services to its respondent (customer) bank, such as general banking 
operations, clean collection service, extend lines of credit for trade finance, 
facilitation of trade finance transactions, Money Market-Interbank activities 
(in local market), foreign exchange operations, syndications, reciprocal 
business received from the respondent bank, undertake international 
financial transactions under different terms and conditions, e.g. forfeiting, 
bill re-discounting, etc., that generate income, funded or non-funded, 
interest income or non-interest income, or any other service or facility 
under special agreements. 


7.8 Maintenance of Nostro Account 


While treasury and various branches of the bank route transactions 
through the nostro account, it is treasury's responsibility to supervise its 
operations. Not only initial funding to the account is provided by the 
treasury but monitoring is also its responsibility. 


Normally these accounts are fed through foreign currency inflows on 
account of export receipts, remittances and collections. Funds so 
accumulated are matched with outgoing payments against import 
transactions and outbound remittances, etc. Whenever required, the 
nostro account is replenished through inward transfers, and in the case 
of surplus, funds are sold out or transferred to another account. 
The following two methods are used to monitor the account's activity: 


* Internal controls 


Treasury dealers starts their day by adopting currency positions from the 
previous day into which all sales and purchases for the day are subtracted 
or added. This enables the dealer not only to provide sufficient balance 
in relevant nostro accounts for transactions but also decide on disposing 
of surplus funds, if deemed appropriate. 


Similarly in the case of incoming credits, or even debits in respect of 
service charges, etc., treasury informs the branch (es) concerned accordingly, 
enabling them to respond the entries without delay. 


* Transaction monitoring and nostro account reconciliation Up-to-date 
reconciliation of the nostro account is vital for operational efficiencies 
and prevention of possible fraud. The back office of treasury is responsible 
for nostro reconciliation, and carries out the exercise on the basis of 
statement of account received from the correspondent bank. 


In the case of high turnover in nostro, the frequency of statement is 
usually daily, and for other it may be as and when a transaction is made, 
or on a weekly basis. 
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7.9 Foreign Exchange Exposure Limit (FEEL) 


A bank, driven by its business requirements, may maintain more than 
one nostro account in each currency and keep balances therein to help 
maintain an adequate currency position. In Pakistan there is no restriction 
on banks maintaining balances in nostro accounts. However, banks must 
operate within their Foreign Exchange Exposure Limit (FEEL), which 
presently is 20% of their respective capital base. 


FEEL is determined by taking into account the higher side of exposures, 
whether long or short. For example, a bank deals in five currencies and 
on a given day it has liabilities in three currencies totaling Rs: 5.00 million, 
whereas the remaining two currencies show assets of Rs: 6.00 million, so 
the bank's exposure would be considered as Rs: 6.00 million. 
Just for academic interest, prior to the introduction of FEEL, banks in 
Pakistan were required to operate within their respective 'Net Open 
position limits' as prescribed by SBP in proportion to their capital base. 
Under the old discipline, banks used to calculate their 'Net Open position’ 
in each currency by aggregating net spot position and net off-balance 
sheet position for each currency separately. For example, a spot deposit 
liability (FCA account) matched by an SBP forward contract (an off balance 
sheet asset) would translate to a zero net open foreign exchange 
position. This system has since been replaced by the FEEL mechanism. 
Any imbalance in a currency position, i.e. holding more assets than 
liabilities or vice versa, results in a "Long or Short position" (also known 
as Overbought / Oversold position) potentially exposing the bank to 
losses. At times this imbalance can also cause breach of FEEL. Therefore 
prudent dealers keep a close watch on movements in each currency and 
adjust their positions as deemed appropriate. 


Long positions are adjusted through sale of excess currency, either spot 
or in forward, to bring the position within the desired levels, and any 
short position is covered through immediate purchase of the required 
currency, thereby bringing the position within the limit. 


Any excess over FEEL is reported to SBP, giving valid reasons for the breach, 
and approval is obtained to regularize the excess. Failure to do so may 
result in various punitive measures by SBP, which amongst others may 
include reduction in FEEL and, still worse, suspension of FX dealing activities. 


7.10 Exchange rates and their application 


Every international trade transaction entails buying or selling of one currency 
or another for which banks authorised to deal in foreign exchange publish 
their daily Exchange Rates for all major currencies (except Saturdays and 
holidays). These rates are indicative and subject to change owing to the 
possibility of fluctuations. Firm rates are quoted by treasury upon specific 
request. The table below shows the contents of a typical rate sheet. 
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Currency |Buying Selling {OD Buying |Cash Cash Withdrawal 
il ad SE 

P85.5 
LEE 
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faud_| 906] 902] 9037] | |_| 
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rkwo 3i17]_3119| 31035} - | - | 
rye | 28.13] 282[ 2806 - | - |_| 
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LC Bill buying rates (FBP transactions) 


7.11 Import transaction processing - Spot Sale 


For import-related straight transactions, banks usually remit foreign currency, 
on two accounts, i.e. under documentary credits and import bills under 
collections. Process of payment under both is as follows: 


a) Under documentary credit 


It is assumed that the exporter's bank has already claimed reimbursement 
against compliant documents presented under the documentary credit 
and paid the exporter accordingly. 


: Upon receipt of shipping and other related documents from the 
exporter's bank, LC issuing bank scrutinizes same to ensure their 
compliance with credit terms (refer 2.1.3.f.ii). 


. Once document check is successful, the branch acts as follows: i. Report 
the transaction to treasury for inclusion in its position. If forward 
purchase contract under the credit has already been obtained by the 
importer, the branch advises the treasury about its utilization and 
applies the contracted rate for the transaction; otherwise branch would 
inform the treasury about the transaction and apply spot selling rate 
for conversion, which effectively means treasury has sold foreign 
currency against the transaction. 


ii. | Based on the rate provided by treasury, bill amount and charges, if 
any, are converted into Pak Rupee and transaction details recorded 
in Payment against Document Register (PAD). 


Finance of International Trade and Related Treasury Operations 


iii. Local currency equivalent of bill amount and foreign bank's charges 
are debited to General ledger account of PAD and funds transmitted 
to treasury along with details, i.e. reference number, USD amount and 
local currency equivalent thereof, nostro account and beneficiary's 
bank name, etc. This credit entry is to reconcile the debit outstanding 
in the concerned USD nostro against paid reimbursement claim. 


iv. Relevant Form 'l' is completed to record details of beneficiary, indenter, 
description and quantity of goods, invoice value and shipment details. 


Form "I" consists of four copies; the original copy, duly signed by the importer 
or his authorised agent, is sent to the SBP by the bank, together with their 
monthly return of sales. 


In cases where the importer does not retrieve the documents and / or the 
bank fails to get the original copies of the form signed by them, the bank 
on its own signs the quadruplicate copy of the form and sends it with 
monthly return to the State Bank. 


v. Meanwhile a letter is sent to the importer advising him about arrival 
of documents with a request to arrange the funds to settle the 
transaction. 


vi. Upon receipt of customer's authority and subject to availability of 
funds in customer's account, branch officials prepare a cost memo 
which contains details of the principal amount, bank charges, and 
markup, etc. From the total amount payable by customer, cash margin 
against the credit, if any, is deducted to determine the net payable 
by the customer. 


vii. Book entries are passed by the branch by debiting customer's account 
to settle the outstanding PAD entry, less cash margin, if any, and 
commissions, recoveries and mark-up are credited to relevant income 
heads. 


viii. Document of title is endorsed in favour of the importer and related 
documents are handed over. 


b) Import bills under documentary collections /contract 


In this case it is assumed that a collection item for USD: 25,000 was received 
earlier and intimation to that effect has already been sent to the importer. 


Upon receipt of the customer's written instructions for payment by the bank, 
the branch initiating the transaction will act as follows: 


i.  Scrutinize the documents once again and check that customer's 
instructions are appropriate in relation to the transaction in 
question and all exchange control requirements have been fulfilled, 
e.g., importer's signature on Form 'I', imported goods do not fall 
under prohibited category, etc. 


ii. Inform treasury about the transaction for inclusion in its position and 
obtain spot selling rate for USD: 25,000, which implies that treasury 


has sold foreign currency under the transaction. 
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iii. Based on the rate provided by treasury, convert the bill amount and 
foreign bank's charges into Pak Rupee and record details in the Inwards 
Documentary Collection Register. 


iv. Local currency equivalent of bill amount and bank charges are debited 
to customer account and funds in local currency equivalent to USD: 
25,000 are remitted to treasury together with transaction details, i.e. 
transaction reference number, USD amount, conversion rate and local 
currency equivalent thereof, particulars of nostro account through 
which the outbound remittance is being effected; beneficiary's bank 
name, etc. This credit entry will be used to reconcile the debit entry 
in the relevant USD nostro through which the foreign currency remittance 
is being routed. 


v. Cost memo is prepared for customer's record, bearing details of the 
principal amount of foreign and local currency, foreign and local bank 
charges, etc. 


vi. For payment to beneficiary, the branch sends instructions via SWIFT 
to the correspondent where the originating bank maintains its USD 
nostro, at the same time intimation to the beneficiary's bank is sent. 


vii. Document of title is endorsed in favour of the importer and 
handed over. 


7.12 Export transaction Processing - Spot purchase 


Normally spot purchase of foreign currency covers the following types of 
transactions: 


‘ Advance payment 
: Export on collection basis under D/A, D/P. 
. LC negotiation. 


Given below is transaction flow for each category. 
* Advance Payment 


Upon receipt of remittance from the overseas bank for export from 
Pakistan, the following course of action is taken by the bank. 


i. The relevant branch of the bank receives the Advance Payment Voucher 
(Appendix V-18), in duplicate from the beneficiary (exporter), 
which contains particulars of the intended export and the amount. 


ii. | The branch informs the Treasury about spot purchase of foreign currency 
(e.g. USD: 10,000) giving details of the said transaction and pays local 
currency equivalent to the beneficiary, less their charges and 
withholding tax. 


iii. Withholding tax is deposited within seven days with Tax Authorities 
and entry made in Certification Register. 
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Vi. 


Vil. 


a) 


b) 


C) 


d) 
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The branch authenticates both copies of Advance Payment Voucher 
(APV) and its particulars are recorded in the Advance Payment Register 
maintained at branch level. 


The Original Advance Payment Voucher is submitted to SBP together 
with monthly foreign exchange returns, whereas the duplicate copy 
is returned to the exporter for submission at the time of E-Form 
certification. 


Subsequently, upon submission of duly completed E-Form by the 
exporter or his agent, the bank certifies the same in accordance with 
the declaration made on the APV, at the same time the details are 
recorded in E-Form certification register and advance payment amount 
is endorsed on the reverse side of the E-Form. 


Within fourteen days from shipment, the bank will receive the duplicate 
and triplicate copies of the E-Form from the exporter along with 
shipping documents. 


Upon receipt of E-form and other shipping documents, bank records 
complete details in the E-Form certification register. 


Triplicate copy of E-form is submitted to State Bank of Pakistan along 
with monthly foreign exchange returns under a covering letter together 
with copy of invoice, shipping documents and Advance Payment 
Voucher. 


The EPRC (Export Proceeds Realization Certificate) is issued to the 
exporter. 


Export on collection basis under D/A, D/P. 


Upon receipt of payment on due date / at maturity under the 
collection, the relevant branch informs the customer and Treasury 
about responding the entry. 


Foreign currency amount is converted into PKR and payment made 
to the exporter after deduction of Withholding tax and other charges, 
i.e. Commission, Federal Excise Duty, Export Development Surcharge, 
postage, etc. 


Contingent liability entries booked at the time of lodgment of collection 
are reversed, debiting Banker's Liability and crediting customer's 
liability of relevant General ledger accounts. 


The EPRC (Export Proceeds Realization Certificate) is issued to the 
exporter. 


Columns of E-Form and certification register meant to record payment 
details are completed and notation made on the collection file and 
register evidencing receipt of payment under the export collection 
and file is closed. 


Triplicate copy of E-Form is submitted to State Bank of Pakistan along 
with monthly returns (schedule A-1/ 0-1) under a covering letter 
together with copy of invoice, shipping documents and Advance 
Payment Voucher. (schedule A-2/ 0-2) 
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LC Negotiation process 


After the process of document checking as explained above, and the 
branch has obtained clearance from credit administration, the following 
events take place at the nominated bank: 


1; 


Details of the bill are recorded in the Foreign Bill Purchased Register 
and a sequential reference is allotted to the bill. 


This sequential bill number is affixed on the check-list as well as every 
other document related to the transaction, and henceforth this sequential 
bill number becomes the reference point for all correspondence and 
documents exchanged within the context. 


If the document constitutes a compliant presentation, then the 
nominated bank may resort to any one of the following procedures: 


i. Lodge reimbursement claim in accordance with the instructions 
given in the credit and pay the beneficiary upon receipt of the funds, 
which may take approximately three to six days from the date claim 
is lodged. When payment is received, the branch will get a notification 
from treasury, upon which the branch would process the transaction 
in a manner similar to realization of a Collection bill as explained 
above, and pay the exporter accordingly. 


ii. If beneficiary requires funds prior to payment of reimbursement 
claim, in this case the bank may purchase the said bill and pay the 
beneficiary. In this case the bank obtains from Treasury LC bills 
buying rate in accordance with the tenor of the bill, ie. for 30 days, 
60 days, 90 days, etc. 


In some banks where the FBP portfolio is maintained at treasury 
level, FBP is booked in treasury's book as forward purchase of foreign 
currency, local currency against which is paid to the beneficiary through 
the branch concerned. 


In other cases, after obtaining rate from the treasury, foreign currency 
amount is booked in FBP account maintained at branch level and local 
equivalent is paid to the beneficiary, less commission and charges. 


Particulars of the transactions, along with exchange rate and local 
equivalent, are recorded in the FBP register and notation made on 
relevant file. 


When amount of reimbursement claim is received, FBP entry is reversed 
by debiting the appropriate nostro account. Any shortfall in terms of 
the amount and / or late payment mark-up is recovered from beneficiary's 
account. 


7.13 Foreign Exchange Returns 


Under directives from the Exchange Policy Department of SBP, banks 
are required to submit Foreign Exchange returns to SBP on a monthly 
basis unless advised otherwise. The main types of transactions in the 
returns can be classified as follows: 
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(i) Visible (Exports and Imports). 

(ii) Invisible (All services/ income except for visible). 

(iii) Capital transactions (i.e. liabilities to / claims on Pakistanis with 
the rest of the world). 

(iv) Others (transactions with affiliated branches, interbank, 
and transaction with SBP). 


Specimens of prescribed forms, schedules and summaries are available as 
Appendix V in Volume II of Foreign Exchange Manual (Eighth Edition- 2002) 
and their description is given under Chapter XXII of the said Manual and 
subsequent amendments thereto as and when advised by SBP through 
F.E. circulars. 


7.14 Regulatory returns 


The table below lists treasury-related statements /returns that are currently 
required to be submitted by every bank to various departments in State 
Bank of Pakistan. 


S.No. | Statement SBP Department Reporting time 


Customer-wise detail of Government | SBP Banking Corp (Bank) Debt office | Within 5 days after every month-end 
Securities held in Outright Purchase 
Securities (IPS) Account 


Balances of secondary general ledger | SBP Banking Corp (Bank) Securities | Within 3 days after every month-end 
accounts held by Public Debt Office | Division Unit-1 
(PDO) face value in IPS Account 


Utilization 

Detail of Money Market Deals and —_| SBP Exchange & Debt Management | Daily 

Liquidity (byMMCRS) Department -(EDMD) 

Security Profile held to maturity and | SBP-EDMD Every month-end 
available for sale & IPS (by MMCRS) 


Detail of Interbank FX deals, Net 
open position and balances of Nostro 
accounts and SBP Rupee accounts (by 


Foreign Exchange Returns of Treasury Within 7 days after every month-end 
operations (ITRS Returns Section 
lll pel mendes 
Currency Accounts Department 
Department 
Department 
12 


Demand & Time Liability position for | State Bank of Pakistan Domestic Weekly - Every Monday 
the Week Markets & Monetary Management 
Department 


13 Outstanding Forward Cover Contract | State Bank of Pakistan Deposit Weekly - Every Monday 
Position Accounts Dept. 


It is incumbent upon respective units of the bank to duly balance the returns 
before the same are forwarded to SBP and a centralized unit within the 
bank or treasury officials supervise this process. Needless to say, returns 
with errors warrant corrections and SBP may even ask the bank to resubmit 
the returns. 
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The above list is based on various regulatory guidelines issued from time 
to time and currently enforceable. The list may be amended without prior 
notice at the sole discretion of State Bank of Pakistan. 


Late submission of periodic returns and / or misreporting to SBP attracts 
censure, monetary penalties as prescribed vide State Bank of Pakistan OSED 
circular - 01 dated May 26. 2008 and other unspecified punitive actions by 
SBP, in worst case scenario, it may even lead to suspension of the concerned 
bank's FX operations. 


Summary. 


1. Any bank's treasury is invariably involved in every foreign currency 
payment within the ambit of international trade or even otherwise. 


2. This is made possible through a series of tasks performed by treasury, 
e.g. Exchange rate calculations, spot and forward sale / purchase of 
foreign currency, swaps and hedging techniques, purchase and 
discounting of foreign bills, settlement of import / export transactions, 
handling the two way traffic of payments, etc. 


3. Since 1948, Pakistan's exchange rate policy has undergone several 
changes. In January 1982, exchange rate regime of managed float was 
adopted which was based on a basket of currencies. 


4. The process of financial sector reforms was introduced in 1991. 
5. Since 1973, Pak Rupee has depreciated about five hundred percent. 


6. Treasury operations are quite similar to the activities of a trading house 
where bank's dealer trade currencies in foreign exchange market or 
with bank's customers in a gainful manner. 


7. Foreign Exchange market facilitates smooth inflow and outflow of 
foreign currencies, operates in a manner to avoid abrupt and significant 
spikes in country's nominal exchange rate and facilitate market players 
to hedge their risks. 


8. Supply and demand for a particular currency is influenced by certain 
elements, e.g. interest rates, inflation, balance of trade, etc. 


9. Various products for Exchange risk hedging are available in Pakistan, 
e.g. Forward contract fixed & option, Swap transaction, Currency swap 
and financial derivatives. 


10. In Pakistan, US Dollar, EURO, Japanese Yen and UK Pound sterling are 
the preferred foreign currencies. 


11. Asian Clearing Union (ACU) is an intra-regional clearing house / payment 
system is operational in Pakistan and eight other countries. It was 
formally established in late 1974 with India, Iran, Nepal, Pakistan, and 
Sri Lanka as the founding member countries. 


12. Nostro account is a demand account held by a local bank in a foreign 
country in the currency of that country, e.g., an account maintained by 
a Pakistani bank with a bank in New York is a Nostro account for 
Pakistani bank. 
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13. 


14. 


15. 


16. 


17. 


18. 


19. 


20. 


21. 


This account is called a 'Vostro' account in the books of the correspondent 
bank. Account of bank 'A' with bank 'B' in the same country is also a 
Nostro account because its scope and operational modalities are similar 
to the account opened with an overseas correspondent. 


In Pakistan there is no restriction on banks to keep balances in nostro 
accounts however banks must operate within their Foreign Exchange 
Exposure Limit (FEEL), which presently is 20% of their respective Capital 
base. 


FEEL is determined by taking into account higher side of the exposures, 
whether long or short. Any imbalance in a currency position, i.e. holding 
more assets than liabilities or vice versa may results in "Long or Short 
position" potentially exposing the bank to losses. 


Long position is adjusted through sale of excess currency either spot or 
in forward and short position is covered through immediate purchase 
of the required currency. 


Banks authorised to deal in foreign exchange publish their daily Exchange 
Rates for all major currencies (Except Saturdays and holidays). 


Spot sale of foreign currency is on account of payment under documentary 
credit or Import bills under documentary collections or contracts. 


Spot purchase of foreign currency is made under Advance payment; 
Export under DA / Collection Basis or negotiation of documentary credit. 


Under directives from Exchange Policy Department of SBP (EPD), banks 
in Pakistan are required to submit, Foreign Exchange returns to SBP on 
monthly basis. 


Main categories of transactions recorded in the returns are for Visible 
Exports and Imports, Invisible services / income, Capital transactions 
i.e. liabilities to and / or claim on Pakistanis with the rest of the world 
and others transactions with affiliated branches, interbank, and 
transactions with SBP. 


Discussion questions: 


1. 


Role of Treasury in International Trade 


Describe the role played by bank's treasury towards facilitation of cross- 
border payments? 


Enumerate the back-office tasks performed by treasury? 


When Pak Rupee was delinked with Pound Sterling and pegged to US 
Dollar? 


Define managed floating Exchange rate regime? 


In which year Pakistan experienced a surplus balance of trade 
for the first time? 


When Pak Rupee (PKR) was devalued for the first time? 


Which is the single most significant development seen in Pakistani 
foreign exchange market in the last ten years? 
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10. 


11. 


12; 


13. 


14. 
15. 
16. 


17. 


18. 


19. 
20. 


21. 


22. 
23. 
24. 
25: 
26. 
27. 
28. 
29. 
30. 
Si; 


In which year financial sector reforms to achieve a liberalised exchange 
regime and current account convertibility of PKR was initiated? 


Since when banks in Pakistan are allowed to determine and publish 
their Exchange rates? 


When SBP stopped providing forward cover facility to banks and what 
were the implications of this decision? 


In the year 2004, State Bank of Pakistan started supplying foreign 
exchange to market from its resources to make payments for import 
of POL products. Explain the rationale behind the decision taken by SBP? 


Why in the year 2007, SBP reversing the decision taken in 2004, stopped 
providing foreign currency to the FX market players for oil payments? 


What were the factors behind SBP decision taken in 2008 of reducing 
advance payment against imports from 50% down to 25% of the import 
value? 


What is the meant by FEEL and how it is determined? 
Describe primary functions of Foreign Exchange markets? 


Explain the factors that influence exchange rate of a currency vis-a-vis 
any other? 


How a devalued US Dollar would impact overseas investors holding US 
Treasury bills? 


List various Exchange risk hedging products offered by banks 
in Pakistan and explain features of the same? 


What is meant by Forward contract 'Fixed' and 'option'? 


What is the minimum period for which a forward contract can be 
obtained in Pakistan? 


Explain the process flow at treasury in respect of Forward sale / purchase 
contract? 


Compare 'Swap transaction’ with 'Currency Swap'? 

Define financial derivatives? 

Which financial derivative products are offered by banks? 

Explain the mechanism of Asian Clearing Union and its benefits? 
Presently which countries are members of Asian Clearing Union? 
Define the concept of Nostro and Vostro Account? 

What are the benefits of Nostro accounts and how they are maintained? 
Differentiate between FEEL and Net open position? 

Describe the process to report breach of FEEL to SBP? 

Define process flow in respect of the following transactions: 


"Import under collection. 
" Advance payment received. 
" Export LC negotiation. 
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32. Describe main categories of transactions included in foreign exchange 
returns submitted to SBP? 


33. What are the implications in case incorrect or unbalance returns are 
submitted to SBP? 


Case study: Treasury Operations - Hedging the Exchange rate. United Traders, 
Lahore imports raw materials and export cotton yarn and like any international 
business house is exposed to fluctuations in exchange rates. Adverse 
movements can wipe out export profits, while positive changes can increase 
the price of its products in the foreign market. Equally, the company could 
benefit from windfall profits as a result of exchange rate fluctuations. 


The company can either take chance with spot rates, buying currency when 
required, which would leave the company totally at the mercy of exchange 
rates; or mitigate the risk by booking a forward exchange contract that fixes 
rate for the date on which it will be needed for a transaction. If the rate 
improves, however, the company will not be able to take advantage of the 
improvement. 


United Traders has recently sold cotton yarn worth USD: 700,000 to a 
Singapore based trader under credit terms of 180 days, export was made 
in June and payment is expected in December. The forward rate for six 
months is Rs: 86.88 and the company wants the certainty of a worst-case 
rate but doesn't want to lose out if the rate down. Company's bank has 
offered a rate of 86.65 with the option to buy half the currency on the 
spot rate two days before completion of the transaction and United 
Traders has accepted the same. 


Challenge: 
Compute the exchange rate gain or loss for United Traders if: 


i. USD / PKR exchange rate moves up to Rs: 86.95. 
ii. USD / PKR rates moves down to Rs: 86.50 


Case study: Calculation of Foreign Exchange Exposure limit (FEEL). 


Bank 'X' is an active player in country's foreign exchange market, it 
primarily deals in four major foreign currencies, i.e. USD, EUR; GBP and 
JPY and based on its Capital base; State Bank of Pakistan has allocated 
Bank 'X', Foreign Exchange Exposure limit (FEEL) of PKR: 1.200B. 
In line with regulatory requirements, the bank is required to submit the 
FEEL to SBP on daily basis, at close of business on June 15, foreign 
currency Assets and Liability position of Bank 'X' is as under: 


1. USD: 13,541,255 (Long) 
2. EUR: (1,855,101) (Short) 
3. GBP : 1,371,110 (Long) 
4. JPY: (15,621,000) (Short) 
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Challenge: 


a. Which rate of exchange is to be used to calculate FEEL? b. How would 
you determine that Bank 'X' is within the FEEL or not, explain with 
calculations? 


c. What options are available to Bank 'X' to maintain its FEEL? 


d. The importer has not booked forward purchase contract, calculate 
the local currency amount of the impending import payment. 


e. Using the appropriate calculate the local currency equivalent of the two 
export receipts? 


Case study: Rejection of Export collection sent to Yemen. 


In July 2009, Evergreen Producer, Gujranwala, dealing in rice exports, signed 
a contract with a Yemeni importer, i.e. Suez Trading Company to supply 
basmati rice worth USD: 25,000, CFR, Hedeidah, Yemen. Contract details 
called for Delivery against payment against production of a sight draft drawn 
on importer with shipment in seaworthy packing. Bill of lading was issued 
to the order of First Bank Ltd (exporter's bank) showing importer as the 
notify party. 


Merchandise was shipped on August 9, 2009 as per contract terms and 
exporter submitted bill of lading and draft along with other documents 
for collection URC-522 to First Bank. Since the buyer was an old friend, 
the exporter instructed the remitting bank not to protest in case of 
nonpayment by the importer. Collection was received by importer's bank 
in Hedeidah on August 17.2009 and the importer was informed a day later. 
Two weeks later; the proprietor of Suez Trading contacted Evergreen 
Producer stating that rice has been damaged due to moisture. He attributed 
it to poor packaging by the exporter and refused to accept the shipment 
unless a discount of 40% is given on the consignment. Evergreen producer 
rejected the claim and impressed upon the buyer to honour their commitment. 
Another three weeks passed but Suez Trading did not take up the documents, 
meanwhile the merchandise was attracting demurrage from Port authorities. 
After a month the importer formally informed the presenting bank about 
their refusal to take up the documents. 


Challenge: 


a. Do you think the exporter could have taken measures to prevent 
the objection raised by the importer? 


b. Why in your opinion; Suez Trading refused the collection? 


c. Would you attribute this incident to poor handling by the exporter or 
foul play by the importer? 


d. What options does the exporter have to salvage his shipment? 
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Responses to Case Studies 
Case study: Balance of Payment 


Response: 


For answers refer to various paragraphs and sub-paragraphs under section- 
1.3.c & d, of this book. 


XXXXXXXXXXXXXXXXXXKAKKKKKKXK 
Case Study: Documentary Collection- Structuring the transaction. 
Response: 


a. The exporter ships the goods under a blank endorsed bill of lading 
showing the importer as the notify party. Full set of B/L, draft drawn 
on the importer along with other documents is presented to the 
collecting bank with instructions to forward the same under collection to 
importer's bank in foreign country. Upon receipt of documents; the remitting 
bank intimates the importer about the bill. Importer gives his acceptance 
on the instrument and takes delivery of documents; remitting bank advises 
the collecting bank about the acceptance. On maturity date; importer 
authorizes the remitting bank to send bank transfer to collecting bank for 
onward payment to the exporter. 


Following stakeholders would be involved in the transaction: 
* — Exporter (Principal) 
* Importer (Drawee) 


* —Remitting bank (Exporter's / another bank to which the principal has 
entrusted handling of a collection) 


* Collecting bank (Any bank involved in the collection process other than 
the remitting bank,) 


* — Presenting bank (the collecting bank making presentation to the drawee). 
* Transporter (Shipping lines). 
* Customs clearing agent. 


* Insurance company 


(For respective roles of the above mentioned stakeholders refer various 
paragraphs under section: 1.1.g of this book) 


b. Following risks are involved in this transaction: Exporter's perspective: 
* Incase buyer goes bankrupt before due date payment will be jeopardized. 
*  Exporter's cash flow is constrained. 


* In case buyer backs out of the deal or refuses to accept the draft, it is 
very difficult and expensive to find an alternate buyer or bring the goods 
back. 
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* Until the goods are collected, transit risk is on exporter's account. 
Importer's perspective: 


* Unless a certificate of inspection is accompanying the documents the 
importer the buyer cannot sample or inspect the goods before accepting 
the draft, unless authorized to do so by the seller. 


* If payment is not made as agreed, the exporter can initiate legal 
proceedings against him. 


* Unless forward exchange cover is obtained, the importer may be exposed 
to currency fluctuations and may have to pay more on due date of the 
bill in terms of local currency. 


* Defective documentation by the exporter may cause delay in release 
of goods from customs, thus effectively reduce credit period for sale of 
goods. 


c. Since it is a documentary collection, there is no financing offered 
by the bank, the only time financing can be considered is after the 
acceptance of the draft till its maturity date. 


Answers to questions: 


1. The set of documents should include, Clean shipped on Board Bill of 
lading, commercial invoice, packing list, Insurance policy, certificate of origin, 
bill of exchange, plus any other document required by the importer. 


2. Financing against the bill will be considered only after the importer has 
accepted the draft and confirmation to that effect is received by the exporter's 
bank from overseas bank. 


3. Apart from shipping documents, a usance draft will be drawn demanding 
payment 60 days from the date of shipment. 


4. The due date for payment is May 31 and in case of 4.i, a total of eight 
days were consumed before confirmation was received so the financing in 
this case would be available for a maximum fifty two days, using the 
exchange rate of 85.40, a sum of PKR: 2,135,000/-, less bank charges will 
be paid to the exporter. 


Under second option twenty five days are already used up before the bill 
becomes eligible for financing, so in this case, at the rate of 85.05, PKR: 
2,126,250/- less bank charges will be paid. 


Case study: Documentary Usance Credit UCP 600 & financing options. 
Response: 
Given below is process flow of the transaction: 


The importer approaches his bank to negotiate credit facilities for LC issuance, 
confirmation arrangement and post shipment financing. After successful 
negotiation and due diligence exercise the bank issues the credit through 
one of its correspondent banks in beneficiary's country with a request to 
advise the same to beneficiary after adding its confirmation. 
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Confirming bank advises the credit to beneficiary with a condition that 
negotiation of the LC is restricted at their counters. Beneficiary arranges the 
shipment in accordance with LC terms and finalises documents for presentation 
to the nominated bank where the same are scrutinized. Assuming it is a 
compliant presentation; the nominated bank negotiates and forwards the 
documents in two separate sets to the issuing bank. Reimbursement claim 
is lodged in terms of the LC and value of presentment paid to beneficiary. 


At the issuing bank the documents are again scrutinized and assuming 
the same are compliant, the bank records the transaction in Inward bills 
(acceptance) register. The importer is informed in writing about arrival 
of documents and as soon as the draft is accepted and documents collected 
by the importer, the presenting bank advises maturity date to the collecting 
bank. Subsequently; on maturity date; under importer's authorisation 
related payment is remitted overseas to the debit of importer's account, 
the file is closed and entries reversed. 


a. Following players are would possibly be involved in this transaction,: 


16. Applicant (Buyer / importer). 
17. Beneficiary (Exporter /Seller). 
18. Issuing bank. 

19. Advising bank. 

20. Confirming bank. 

21. Nominated bank. 

22. Reimbursing bank. 

23. Carrier (Shipping Company). 
24. Insurer. 


(For respective roles of the above mentioned stakeholders refer various 
paragraphs under section: 2.1.3.f.i, of this book). 


b. The issuing bank would need the following documents for issuance of LC 
* LC application form on the prescribed form 
* Pro-forma invoice / purchase order/ indent 


* Insurance Policy covering 110% of the shipment value along with 
premium paid receipt. 


* Form -I duly signed by the applicant or his authorised representative. 


c. Like any cross-border transaction in this case the following risks arise: 


* Country Risk. 

* Political risk. 

* Economic risk. 

* Cultural risk. 

* — Micro risk. 

* Bank risk. 

* Foreign exchange risk. 
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* Fraud risk. 

* Counterparty risk. 

* Non-payment risk. 

* Commercial risk. 

* Credit risk. 

* Non-performance risk. 
* Documentation risk. 

> — Legal risk. 


(For details about these risks refer to chapter six of this book). 


d. For this transaction the importer would require Non-fund based facility 
in Pak Rupee equivalent of EUR: 800,000/- for issuance of the LC. 


Answers to questions: 


1. LC must specify delivery terms as CFR, Karachi. 
2. Transaction under the LC is likely to be settled within two quarters from 
LC issuance date, so the commission would be charged for two quarters. 


Using the exchange rate of PKR: 120.61, the local currency amount is Rs: 
96,488,000, based on the calculation; given below are charges in Pak Rupee 
to be paid by the importer: 


* Issuance commission (Q1). —_RS: 96,488,000 * 0.40% 


Rs:385952 

* Issuance commission (Q2). —_ RS: 96,488,000 * 0.35% 
Rs:377,708 

* LC advising fee. EUR:35.00 * 120.61: 
Rs: 4,221 

* Confirmation fee. Rs: 96,488,000 * 1.50% +4 * 2 
Rs:723,660 

* Acceptance commission. Rs: 80,790,840 * 0.20%+12 * 2 
Rs: 26,930 

Total charges payable. Rs: 1,474,250 


3. Interest cost for usance period. EUR:800,000 ? 3.50% ? 90 = 365+ 
EUR:7000.00 (Rs: 844,270) 


4. Following calculations are required to decide which type of 
financing is cheaper for the importer. Using the rate of Rs: 101.88, amount 
in local currency comes to Rs: 81,504,000, if importer opts for local 
currency financing, the amount of invoice would be reduced by EUR: 
7,000 (Rs: 713,160), i.e. interest cost of usance period, so the amount for 
which the FATR is required would be Rs: 80,790,840 


- Cost of FATR financing for 3 months Rs: 2,524,714 


- Bank charges Rs: 5,500 
- Remittance fee: Rs: 80,790,840 * 0.05% Rs: 40,395 
Total bank charges Rs: 2,570,609 
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Less confirmation fee for one quarter Rs: (361,830) 


Less LC commission for one quarter Rs: (377,708) 
Less cost of usance credit built in 

the invoice Rs: (713,160) 
Total extra cost to importer Rs: 1,117,911 


It is evident from the above that the importer stands to gain more by 
opting for the usance facility from the supplier as it would save him a 
total of Rs: 1,117,911 


XXXXXXXXXXXXXXAXXXXXAXK 


Case study: Cost comparison - Transaction under Documentary Collection 
& documentary Credit. 


Response: 
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a. In this transaction, the documentary credit option should be preferred 
as not only it is less expensive but also eliminates the risks associated 
with transaction under collection basis. 


b. From exporter's point of view the following additional benefits 
would have accrued if the transaction was conducted under confirmed 
credit: 


Guarantee of payment on due date from the confirming bank. (Provided 
terms and conditions of the credit were complied with). 


No question of country risk; non-payment, etc., resulting from possible 
problems with the buyer or the Asian economy. 


A definitive date for receipt of funds would help the exporter to manage 
his cash flows properly as well as devising proper currency hedging 
Strategies. 


The opportunity to receive the payment ahead of due date without 
recourse by discounting the receivable. 


If expenses incurred in chasing the debt with the Asian buyer is taken 
into account the differential between the two options would increase. 


Had the exporter sold his foreign currency receivable under forward 
contract to his bank for the original due date under collection arrangement, 
he might have incurred further costs in cancelling or rearranging the 
forward contract. 


In this case the exporter only lost USD: 1,700, if the Asian imports had 
not paid at all the exporter would have lost the whole US$ 100,000. 
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Case study: Bogus Company sold steel coils to Pakistani importer. 


Response. 


a. The importer faltered on the following counts: 


The importer accepted the deal despite the significant price variation, 
price difference was a trap, as expected the importer fell into it. 


The importer did not conduct KYC exercise on the indenter or beneficiary 
before concluding the deal otherwise they would have found out about 
the fraudulent company. 


Pre-shipment inspection from independent sources was not arranged 
which would have blown up the scam well in time and saved the money 
for the importer. 


LC confirmation is normally accorded in cases where either the beneficiary 
is a trust worthy party or the buyer is desperate to get the merchandise, 
in this case it was buyer's desperation and possible greed which blurred 
his sense of judgement to arrange for confirmation without proper check 
on the beneficiary or homework with regard to the transaction. 


Bank staff was also complacent in discharge of their duties; 
probably Credit report was obtained only to comply with SBP guidelines 
but no one bothered to go through it. A bare look at the document 
would have raised the red flag and issuing bank could have advised the 
importer to take remedial measures to protect its interest. 


Technically in terms of article- of UCP- 500 it was indeed a correct 
negotiation, nevertheless it was apparent that in the face of a confirmed 
credit, the nominated bank went about the process of negotiation 
without a sense of responsibility or vigilance, little care in examination 
process would exposed the forgery in documents, moreover as proven 
later by the credit report the negotiating bank did not carry out due 
diligence on the supplier for account relationship with Rosmet and /or 
negotiation of LC. A little extra effort could have given the bank enough 
material to refuse the account relationship with the fraudulent party or 
decline to execute the transaction. 


. Every trade transaction entails various risks and measures should be 


taken to mitigate the same before finalizing the deal. The measures 
include KYC exercise, particularly for new customers. The importer should 
have conducted a research as why a new supplier has quoted a rate 
that is 30% lower than prevailing market prices, such a huge variation 
is illogical and importer should have been wise enough to see through 
the trick being played on him more over independent confidential 
opinion about supplier's credentials should have been sought. 


XXXXXXXXXXXX 
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Case Study: Partial Shipment vsfull utilisation of quantity/amount 
after amendment in documentary credit. 


Response: 


a. Both the original LC and amendment to the LC prohibited partial shipment, 
so under normal course of business the second shipment would constitute 
a partial shipment. 


b. The second shipment may not be complaint with LC terms and the issuing 
bank could reject the documents on the basis that LC terms and conditions 
Stated that partial shipment is not allowed, however here the responsibility 
also lies with the issuing bank which apparently overlooked the implications 
of the amendment whereby the second shipment was recognised as ‘partial 
shipment’. This aspect should have been clarified in the amendment. 


c. It is evident that Thai importer, at the time of LC amendment was serious 
about getting the second shipment; later on they backed out from the deal 
owing to obvious commercial reasons and the excuse of partial shipment 
clause was used only as protective cover. This is contrary to the spirit of 
best practices of trade followed around the world and must be discouraged 
at every level. The exporter should not be made to suffer a loss merely 
because they kept their part of deal. 


d. The amendment was issued after acceptance of the first shipment and 
onus for its validity and effectiveness lies with the issuing bank. Beneficiary 
received and accepted the amendment in normal course of business and 
in good faith and was obliged to ship the consignment accordingly. 


e. Since beneficiary performed in accordance with LC terms he has 
a claim on the issuing bank, assuming that direct approaches with the 
importer is not helpful, the beneficiary can take it up with the issuing 
bank which also had a role in the fiasco. More often than not such disputes 
are resolved by involving the financial institutions divisions / Head office 
of the two banks. If required the matter could be escalated to DOCDEX 
at ICC Headquarters for their opinion. Although their opinion does not 
have legal weight, its decisions are widely respected and accepted. 


f. Theoretically, it is possible to initiate legal proceedings against 
the buyer, however it is a costly and painstaking lengthy process, considering 
the amount involved and nature of merchandise exporter would do well 
to have the dispute resolved following the method prescribed in (e) above. 


Case study: Force majeure. 
Response. 


a) The earthquake and tsunami occurred in Japan but the LC was available 
with Bank two by payment and date and place of expiry was in Vietnam. 
Beneficiary made a complying presentation to Bank Two, which was open 
during the force majeure event in Japan; consequently the documents must 
be honoured. Article 36 is not applicable to Bank Two in this situation and 
it must honour the presentation in accordance with UCP 600, article 8 (a) 
irrespective of whether or not it will be reimbursed by Bank one. 
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This is a vivid example of how a confirmed LC can help the beneficiary 
avoiding the risk of non-payment by the issuing bank and other risks 
associated with the issuing bank's country. 


b) The earthquake and tsunami occurred in Japan while the LC was 
available at Bank two by payment and the date and place of expiry was 
in Vietnam. As the nominated bank, Bank two honoured the LC, hence, 
it is entitled to reimbursement from Bank one. 


Article 36 is not applicable to Bank One in this situation and upon resumption 
of business, Bank One must reimburse Bank Two even if the documents 
previously forwarded to it were lost in transit. The argument for this, in this 
particular case, is the nominated confirming bank's right to reimbursement 
from the issuing bank - i.e., its protection under UCP 600 sub-article 7(c) 
(Issuing Bank Undertaking) and article 35 (documents lost in transit). 


XXXXXXXXXXX 
Case Study: Fraud in international trade. 
Response: 


a. Entertaining walk-in customers without prior reference is always a risky 
approach and should have been avoided. It is not only a matter of customer 
due diligence but also common sense that people of such a high profile 
have resorted to such a direct approach and boast about their business 
credentials. 


b. Appearances are often deceptive, no matter how impressive the buyer 
may appear, independent documentary evidence about their business 
activities, financial standing and track record independent is essential 
element for taking risk-based decisions, which in this case was ignored. 


c. Flamboyance, speedy actions; sweet talk and big promises are typical 
characteristics of fraudsters. In this case, walking in without prior appointment; 
on the spot decision to make purchase, that too under documentary credit 
and trusting the exporter at the outset tantamount to negative signals 
which should have been picked up by the exporter. 


d. Customer's track record aside; each transaction is unique in essence and 
should be treated on its merits, had exporter taken care of the following 
the fraud could have been averted. 


* Exporter should have paid attention to various risks involved in this 
transaction which were significantly different than the first transaction. 
These include: 


- Country risk 

- Customer risk 

- Non-payment risk 

- Bank risk. 

- Foreign exchange risk. 
- Fraud risk 
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* Exporter should have conducted customer Due diligence on the buyer; 
something he ignored on previous occasion as well. 


* In addition; had exporter called for a Bank report on the buyer ahead 
of shipment, it would have brought to fore the truth about the buyer. 


* Acceptance of personal cheque was an operational blunder which 
should never have happened. 


* In second transaction, not only the amount was significant but payment 
mechanism was also probably the most risky. Rather than succumbing 
to buyer's pressure, exporter should have either asked for Advance 
Payment through Bank transfer or documentary credit. 


XXXXXXXXXXXX 
Case Study: Exporter held hostage in payment. 


a. Apparently Mumtaz international were blinded with an urge to 
grow fast without realizing the implications arising from their 
accommodation for Kenyan buyer. It is logical to assume that being a 
startup business; the company did not have the required professionalism 
to handle such transaction, which is why they agreed to the proposal of 
under-invoicing and two tier payment arrangement. 


b. Under-invoicing is kind of a documentary fraud against the 
importing country instigated on the basis of incorrect declaration of 
imported goods, which results in under-assessment of relevant goods and 
underpayment of duties and taxes. This is a crime against the state as well 
as society; it gives undue advantage to the fraudster over other competing 
business houses. This practice also affects the exporting country which 
resultantly may end up receiving less value against its exports and / or 
export levies, if any. 


c. Combination payment arrangement is a recipe for frauds in more 
than one way; besides being anti-state and society it encourages money 
laundering activities. Two-tier payment system also creates problems with 
regard to inventory control and book-keeping, one side goods are being 
sold without officially receiving payment there-against and on the other 
payments are received which are not supported with sales. The situation 
eventually causes problems with company auditors which may affect 
company's reputation. 


d. To start with | would not have agreed to the deal on the following 
counts: 


- It smelt fraud from the beginning, i.e. two-tier payment 
arrangement, under-invoicing, etc. 


- Before committing any business with the buyer | would have sought 
confidential opinion about the buyer and conducted customer 
due diligence. 
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Delay in the first remittance was a hint regarding buyer's intentions 
and should have been taken seriously by the company. 


Mumtaz International would have been well within its rights to 
hold back the second shipment pending receipt of balance remittance 
of 20%. 


XXXXXXXXXXXXX 


Case Study: Transactions involving high risk countries. 
Response. 


It is a straight case calling for EDD (Extra due diligence) for the factors given 
below: 


Country and commercial risks 


Many countries in Caribbean and Pacific region have reputation 
of loose regulatory controls so they are known heavens for money 
laundering and drug trafficking activities. 


The fact that country was removed from FATF list only a few years ago 
increases the discomfort level for the LC issuing bank. 


Transaction Risks 


Brian has concealed vital information about his link with a PEP which 
reflects negatively in his case as a prospective customer for Bank 'Y'. 


Failure to provide references is just another Red flag, because it only 
goes to show that he is either new in the country or does not want to 
disclose his full credential because he has some ulterior motives for 
which he wants to use Bank 'Y'. 


Offering 100% cash as security also raises discomfort level for Bank 'Y' 
as unless it is demanded by the banks; customers do not make such 
offers easily. Knowing very well that import-export business can also 
be used as a tool for money laundering, it is likely that Brian was luring 
the bank to accept USD: 250,000 in cash on the pretext of credit risk 
mitigation but in the process he would bring his illicit money into the 
financial system. 


It does not make commercial sense to leave aside the local vendor, 
who is offering a better quote and opt for a higher price, this only 
happens when there are other motives behind the transaction, e.g. 
money laundering, etc. 


Over-invoicing is a common tool for siphoning out the illicit funds into 
the global financial system. 


The above conclusions are non-starters for any bonafide business 
relationship; if Bank 'Y' goes ahead with the transaction; in addition to 
the above; it would also be exposed to possible reputational risks and 
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regulatory penalties. In view of the above; the transaction must not be 
undertaken, in fact bank should not enter into any account relationship 
with Brian and his company. 


XXXXXXXXXXXXXXXXXXXX 
Case Study: Documentary credit fraud and Court injunction. 
Response: 


In refusing the petitioners' request, the Court of Appeals of New York 
observed that assertion by Cambridge established that Duke was guilty of 
fraud in shipping, not merely non conforming merchandise, but worthless 
fragments of boxing gloves, this case is similar to the case of Sztejn v. Henry 
Schroder Banking Corporation (1941) . The applicant for credit sought an 
injunction against the issuing bank in order to prevent that bank from paying 
on documents which had been presented. The seller was a merchant in 
India. The applicant alleged that what had been shipped were not the goods 
ordered by the applicant but packing cases filled with rubbish. 


The judge of New York Court of Appeal stated that it was well established 
that a Letter of Credit is "independent of the primary contract of sale 
between a buyer and a seller. The issuing bank agrees to pay upon 
presentation of documents not goods. This rule is necessary to preserve the 
efficiency of the Letter of Credit as an instrument for the financing of trade". 


The Judge added that, on the particular facts of the case, the situation 
was different because: "on the present motion, it must be assumed that 
the seller has intentionally failed to ship any goods ordered by the buyer. 
In such a situation, where the seller's fraud has been called to the bank's 
attention before the drafts and documents have been presented for 
payment, the principal of the independence of the bank's obligation 
under a Letter of Credit should not be extended to protect the unscrupulous 
seller." That decision of American Court given some 60 years ago has been 
often quoted in the English Courts, implying that LC issuing bank can refuse 
to honour its obligations under a credit if there is a court order. Documentary 
credit is a bank's undertaking to pay against presentation of documents 
which comply with the terms and conditions of that undertaking (LC). One 
of the established principles of documentary credit that it is independent 
from the contract of saleon which it is based. 


Even though the independence principle is accepted worldwide, occasionally 
courts decide that issuing banks are estopped from making payment under 
LCs based on an alleged contractual failure by the seller to fulfil its obligations 
under the contract.However, there is one wellestablished exception to the 
independence principle, the so-called "fraud exception". Even here, unless 
it is clear from the documents themselves that they are fraudulent, banks 
are reluctant to be the party to decide that fraud occurred. 


In general, there should be no problem with courts intervening in independent 
bank undertakings, such as those involving LCs, in this exceptional case. No 
bank wants to be obliged to knowingly pay a fraudster. It would be absurd 
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if the issuing bank or the confirming bank were obligated to pay its deferred 
payment undertaking at maturity to a fraudster simply because the LC is 
legally independent from the contract of sale. 


Notwithstanding the responsibilities of nominated bank as defined in 
Article- 12, of UCP- 600, Courts employ the fraud exception under very 
strict conditions, i.e. 


- It must be established that it is an “outright fraud", such as fraudulent 
presentation of documents for non-existent cargo, or similarly, "proven 
manifest fraud". 


- The injunction can only be employed in order to prevent a payment to 
the beneficiary in case the fraud in relation to presentation of documents 
took place. 


XXXXXXXXXXXXXX 
Case study: Issuing bank's obligations under Documentary credit. 
Response. 


a. Regardless to the merit of importer's grievance, it is clear that in 
terms of article, 9.a.iii of UCP- 500, irrevocable credit is a definite 
undertaking of the issuing bank, the credit provides for acceptance by 
the issuing bank, to accept draft(s) drawn by beneficiary on the issuing 
bank and pay them on maturity, provided that stipulated documents are 
presented and terms & conditions of the credit are complied with. 
Considering that business houses are expected to know about provisions 
of UCP, their action of seeking a court order was not in the right spirit. 
b. Normally such payments are made against written authority from 
the customer, even if the bank had made the payment using its own funds, 
this action would have invited the ire of court as it tantamount to contempt 
of court, moreover it would result in a friction with the customer who would 
have never endorsed this action. 


c. In addition to the argument given under (a), above, it must be noted 
that most valuable asset of a bank is their reputation and good will, if they 
do not meet their financial obligations as and when they fall due, it sends 
out wrong signalsabout bank's professional acumen and financial stability 
which is detrimental to business interest of any financial institution. Banks 
progresson the back of their reputation and such instances may compromise 
or damage various correspondent banking arrangements. No bank would 
any customer to jeopardize its name in the market. 


d. It is clearly a dispute between buyer and the seller with regard to 
contractual obligations of the buyer; while it is understood that as far as 
the professional advice is concerned the issuing bank is expected to lend 
support to its customer, however in doing so the bank must not get entangled 
in the dispute. Bank's focus in this case should be to protect its interest by 
ensuring early settlement of dispute and remittance of third tranche. 
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e. The situation demands a combination of diplomacy and strong arm tactics. 
My first action would be to contact the importer immediately and express 
my bank's displeasure over the action taken by the customer citing UCP 
provisions and best banking practices. | would pursue the customer to have 
the stay vacated immediately because not only it has placed the bank in 
a precarious situation vis-a-vis its correspondents and this action will also 
have far reachingimplications on importer's business as well. 


Simultaneously | would contact the foreign bank and explain that despite 
the fact that we as a bank are ready to effect the payment, it is not possible 
to do so owing to the stay order because in such a situation the law of the 
land prevails over any other ruling. | would also inform them about our 
frantic efforts to get the stay vacated. Mounting pressure on the customer 
is likely to yield the desired result and payment would be made as soon 
as the stay is vacated. In future business from such customer's would be 
handled with extreme caution. 


XXXXXXXXXXXXXXXXXAXXK 


Case Study: Bank Guarantee issuance. 
Response: 


a. The parties to the guarantee are as under: 


1. ABC Corporation: The applicant / principal debtor 
2. Bank One: Guarantor /Surety 
3. New-age Wholesales: Beneficiary / principal creditor. 


b. A Performance guarantee is required in this case which would be advised 
as Indirect Guarantee, i.e., through a correspondent of Bank One in 
beneficiary's country. 


c. Chapter XIX, Part - C of SBP Foreign Exchange manual providesrelated 
guidelines on guarantees. 


d. In this case, Bank One may issue the performance guarantee provided: 
1. Tender specifically calls for furnishing of such guarantees. 


2. The beneficiary abroad is a foreign Government or a Government 
sponsored Organization or private company or a firm. 


3. The tenderer is a bonafide exporter or a manufacturer of the commodity 
which is specified in the tender and there is no restriction on its export 
from Pakistan. 


All other requests for issuance and / renewal of guarantee or undertaking 
must be submitted to SBPin writing giving full particulars of the guarantee 
or under-taking viz., the amount, the period and the purpose of the guarantee 
and the terms of payment in the event of the guarantee being implemented. 


e. The mailing period is necessary in order to accommodate claim, if any, 
presented by beneficiary towards the end of guarantee validity, even on 
the last date, however the date of claim in such cases must be within the 
validity period. 
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f. Since it is a case of indirect guarantee, so before issuance; Bank One 
would negotiate a suitable tariff with the foreign bank, Bank one would 
top it up with its own share of commission / charges and recover from ABC 
Corporation the total amount. 


Case Study: Choosing right type of Bank Guarantee. 


Response: 
Two types of guarantees will be used in this transaction. 


i. At the time of export of plant and machinery, the exporter would need 
Financial (Payment) Guarantee for deferred payments. Parties to this 
guarantee would be: 


- Pakistani exporter: Beneficiary 
- Tanzanian buyer: Applicant 
- Buyer's bank: Guarantor / surety. 


ii. When the plant is setup and operational; the overseas buyer would 
require a performance guarantee, parties to this guarantee would be: 


- Overseas buyer: Beneficiary. 
- Pakistani exporter: Applicant 
-  Exporter's bank: Guarantor / surety. 


XXXXXXXXXXXXXXXXXXXXXAXAXXK 
Case study: Rejection of Export collection sent to Yemen. 


Response. 


a. The following measures by the exporter could have prevented the 
objection: 


- Exporter should have arranged for a pre-shipment inspection either 
from importer's representative or any independent surveyor and certificate 
issued by the authority concerned should have accompanied the collection 
document. 


- Since it was a commodity based deal calling for shipment by sea and 
associated perils, therefore the two parties should have agreed in 
advance about such possibilities and documented the same in the 
underlying sales contract. 


b. There are two possible explanations and both goes against the importer. 
Since delivery of goods was only against payment, there is no way the 
importer could have gained access to the consignment without paying for 
it. Either Suez Trading managed to inspect the goods using some unfair 
means and found the defect, or perhaps there was nothing wrong with the 
packaging however; Suez trading somehow realized that with goods already 
in Hedeidah dock, the exporter has little control over the shipment so the 
importer wanted to take advantage of the situation by extracting extra 
discount from the exporter, it is a common tactic adopted by unscrupulous 
importers around the world. 
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c. Indeed it was poor operational controls at the supplier's end which 
contributed to this fiasco. Considering that transaction involved Yemen, a 
high risk country, Customer due diligence on Yemeni buyer was either not 
conducted at all or it was flawed. CDD is an essential ongoing monitoring 
mechanism in any business, particularly in case of new counterparties; 
moreover absence of Pre-inspection certificate did not help exporter's cause. 


d. If possible the exporter would look for an alternate buyer and 
dispose the goods in Yemen or a nearby location; though it would result 
in some trading loss for the exporter, the other options would be to ship 
back the goods to Pakistan, which is more expensive administratively 
and may further damage the rice. In this case the best option for Evergreen 
Produce would be to renegotiate on a knockdown price with Suez Trading 
Company as it might just give them a price better than any third buyer. 


XXXXXXXXXXXXXXXKXX 
Case study: Treasury Operations - Hedging the Exchange rate. 
Response. 


i. First USD 350,000 converted @ 86.95 
Rs: 30,432,500 


ii. Second USD: 350,000 @ 86.65 (the low rate agreed in advance) 
Rs: 30,327,500 
Total: Rs: 60,760,000 


(Average rate is 86.80, i.e., better than forward rate but not as good as 
spot i.e. 86.95) 


iii, USD rate moves down to 86.50 and full amount is converted @ 
86.65: RS: 60,655,000 


iv. USD: 700,000 converted @ spot rate 86.50 
Rs: 60,550,000 


Difference between iii&iv: Rs: (105,000) 


It is evident that through participating forward the exporter stands to gain 
irrespective of rate movements. 


The above shows the advantages of a participating forward include a 
guaranteed worst-case rate; total protection against currency falls; a partial 
benefit from currency gains; and no premium. The disadvantages are: if the 
currency weakens the rate will not be as good as a forward exchange contract; 
and the spot rate will be better if there is a positive move in currency. 


XXXXXXXXXXXXXXXXK 
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Case study: Calculation of Foreign Exchange Exposure limit (FEEL). 


Response. 


Spot buying rates as under are used for calculation of FEEL: 
USD:85.92 

EUR: 118.19 

GBP: 133.77 

JPY: 1.03 


. Following calculations are required to determine if Bank 'X' is 


within its FEEL or not. 


Currency wise Assets in Liabilities in 
Assets & Liabilities Equivalent PKR Equivalent PKR 


1,163,464,630| x 
yo x 


185,689,49 


i © USD: 13,541,255 
ii JEUR: 1,571,110 


a GBP : (1,855,101) 133.77 [i -248,156,861 


1,349,154,121[ x 


iv |JPY: (15,621,000) | —1.03} -16,089,63 
Total Liabilities} == | -264,246,49 


Since total of foreign currency Assets, i.e. Rs: 1,349,154,121 is higher than 
liabilities, the same would be considered as bank's exposure as at June 15 
and keeping in view bank's Foreign Exchange Exposure limit is Rs: 1.200B, 
Bank 'X' has breached it by Rs: 149,154,121. 


C 


As Bank 'x' is holding more foreign currency assets than permissible 
under FEEL, it must immediately take the following actions: 


Bank is long in EURO and more inflows are expected in near future so 
at least EURO: 1,000,000 must be sold spot @ 118.19, which will reduce 
exposure by Rs: 118,190,000. 


Bank is holding exceedingly high position in USD so it would do well 
to sell spot USD: 2,000,000 @ 85.92 to bring down the exposure by 
Rs: 171,840,000. 


Net effect of the above transactions is Rs: 290,030,000, which is sufficient 
to bring the exposure down to Rs: 1,059,124,121, i.e., well within the FEEL. 


d. Since importer has not book forward contract Spot selling rate of 


Rs: 86.05 will be applied for Import payment of USD: 1,250,000 , local 
currency equivalent of which is Rs: 107,562,500. 


For receipt of EUR: 818,900 under export collection, spot buying rate of 
Rs: 118.19 will be applied to arrive at PKR: 96,785,791, whereas for 
Sight LC for GBP:375,000, Bill buying rate for 30 days, i.e. Rs:133.52 
will be applied which in local currency amounts to PKR: 50,070,000. 
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Glossary of terms and abbreviations 


The pages below contain key trade finance words and expressions used 
in the reference book or are directly related to its contents, the comments 
made are from seller's perspective unless stated otherwise. 


Acceptance: Time draft accepted by the drawee, thereby creating an 
unconditional obligation to pay at maturity. 


Acceptance credit: A documentary credit, which requires the seller to draw 
aterm draft to be accepted by the nominated bank upon presentation of 
documents, whereby the seller receives a banker's draft instead of payment. 


Advance payment: A trading settlement method where the seller receives 
payment before delivery, either as part of an agreed composite payment 
structure or due to low or unknown creditworthiness of the buyer. 


Advance payment guarantee: Undertaking on behalf of the seller to 
repay the buyer in case of non-fulfillment of their contractual obligations. 


Advising bank: A bank; usually in seller's country which authenticates the 
documentary credit and advise the beneficiary. This expression is also used 
when a bank authenticates a bank guarantee in favour of the benefciary. 


Air waybill (AWB) / air consignment note: Transport document in airfreight 
as receipt of goods and evidence of the freight agreement. AWB is not a 
document of title and is not needed to claim the goods. 


All risk insurance: Formerly a common insurance clause in policies to 
be presented under collections and LCs, now commonly replaced by Institute 
Cargo Clauses. 


Amendments: Alterations to instructions in a collection, or of the 
original terms and conditions in a documentary credit. 


Applicant: The party at whose request a bank issues a documentary 
credit; also called account party, also see the term ‘principal’. 


Assignment: A method where the seller transfers the rights of proceeds 
under a Documentary credit, to a third party. 


At sight: A notation on a draft (bill of exchange), indicating that it should 
not be accepted but paid upon presentation, often used in collections and 
documentary credits. 


Asian Clearing Union (ACU):Intra-regional clearing house / payment system; 
known as ‘Asian Clearing Union' (ACU), used for payment settlement for 
current account transactions through central banks of member countries. 


Availability: A documentary credit may be available (or payable or honoured) 
for presentation of documents against payment at sight, deferred payment 
or acceptance.(Refer these terms). 
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Avalise (aval)/ Guaranteed acceptance: Where a guarantor, often a 
bank, issues its guarantee directly on an accepted bill of exchange or 
other Financial instrument, thereby undertaking payment obligations 
by the drawee on a joint and several basis, also known as bill guarantee 
and guaranteed acceptance. 


Back-to-back credit: An arrangement where the seller offers an existing 
documentary credit as security to their bank for the issuance of a 
secondary credit in favour of their supplier(s). 


Balancing Act: Measures taken by governments within the context of 
balance of payment exercise to achieve the desired objectives in terms 
of combined capital and financial accounts. 


Balance of trade (BOT): The difference between value of goods and services 
exported from a country and value of goods and services imported. 


Balance of payment (BOP): A method used by countries to monitor all 
international monetary transactions for a given period of time. 


Banker's cheque: Cheque issued by banks and sent directly by buyer to the 
seller as a method of payment, (also referred to as a bank draft). 


Banker's acceptance: A time draft drawn on and accepted by a bank drawn 
under a documentary credit. See also acceptance credit. Bank draft: See 
banker's cheque. 


Bank guarantee: An unconditional undertaking by a bank, on behalf of the 
principal to pay a certain amount in money to the beneficiary under certain 
conditions. 


Bank identifier code: (BIC) another expression for SWIFT address (also 
calledS WIFTBIC), used as identification of accounts for communication 
between financial institutions. 


Bank remittance: See bank transfer. 


Bank-to-bank transfer: A credit given by the buyer (through his bank via 
seller's bank) for onward payment to the seller as settlement of a trade 
transaction. 


Bank transfer: The most common method of payment where role of 
the banks is to transfer funds according to instructions by the buyer, 
also called bank remittance. 


Barter: Trade of goods and services with settlement in other goods or 
dependent on other trade transactions being performed. 


Bid bond: See tender guarantee. 
Bill quarantee: See avalise (aval). 


Bill of exchange: Commonly used trade financial instrument, drawn up 
by the seller and after acceptance by the buyer, being an unconditional 
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payment obligation to pay at a specified future date. A bill is often 
referred to as a ‘draft’ until it has been accepted. 


Bill of lading: Transport document issued by the carrier for shipment 
by sea. The bill of lading is a document of title, which means that the 
goods will not be released to the buyer (the consignee) other than 
against this original document. 


Bill of lading act: The act promulgated in 1855 spells out the rights of various 
parties involved with regard to Bill of lading issued against a shipment. 


B/L:See bill of lading. 


Blank endorsement: A transfer of rights without specifying the new 
party, making the document, usually a bill of lading or an insurance 
policy, a freely negotiable document. 


Bond: In the context of international trade, a guarantee instrument 
mostly issued by an insurance company, similar to a bank guarantee. 
Bretton Woods system: A monetary management established the rules 
for commercial and financial relations among world's major industrial 
states in the mid-20th century. 


Buyer credit: Any arrangement where a third party, usually a bank, in 
agreementwith the seller, process the transaction through delivery of 
shipping documents directly to the buyer or their bank for payment 
later to the seller. 


Call option: A term used in connection with currency options, where 
an exporter purchases a call option in their domestic currency to hedge 
the incoming currency. The opposite is a put option. 


Capital Account: Net result of public and private international investments 
flowing in and out of a country which includes foreign direct investment 
plus changes in holdings of stocks, bonds, loans, bank accounts, and 
currencies. 


Capital goods: Industrial durable goods used in production of other 
goods for consumption, it is a distinction important in connection with 
available credit terms or with credit risk insurance. 


Cash against documents (CAD):See documents against payment. 


Cashmargin / cover: A term used when the applicant of a documentary 
credit is required to deposit money in favour of the issuing bank as 
collateral. 


Certifcate of origin: Document used for verification of the origin of the goods 
delivered, often issued by a chamber of commerce in the seller's country. 


CFR: Abbreviation for 'cost & freight......'. 


CIF: Abbreviation for 'Cost, Insurance and freight........ Q 
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CIP: Abbreviation for 'Carriage and insurance paid to......'. 


Charter party bill of lading: A special form of a bill of lading issued by 
the vessel owner, which may restrict its nature as a document of title 
(not normally allowedunder a documentary credit). 


Charterer: An individual or a company that arranges a voyage under charter 
party agreement. 


Claim document: The document giving evidence for a claim to be 
presented under a bank guarantee. 


CE (Classical era): A broad term for a long period of cultural history 
centered on the Mediterranean Sea, comprising the interlocking 
civilizations of ancient Greece and ancient Rome. 


Clean bill of lading: A bill of lading without indication that goods are 
damaged and/or in unsatisfactory order at the time of loading. 
Clean collection: A collection in which only a Financial instrument is 
included, often the bill of exchange. 


Clean payments: Payments made (bank remittance and cheques) 
without a corresponding and simultaneous receipt of documents as in 
case of documentary payments, see that term. 


Collecting bank: A bank in drawee's country which is instructed to 
release documents to the buyer (the drawee) against payment or acceptance, 
(Also known as presenting bank). 


Combined transport document: See multimodal transport document. 
Such document is normally not a document of title. 


Commercial documents: A general term for documents produced in 
connection With delivery of goods or services, i.e., commercial Invoice, 


Consular / Visaed Invoice, Customs Invoice, Marine insurance policy, 
Packing list, etc. 


Commercial risks: Also called purchaser risks, covering not only the 
possibility of non-payment by buyer, but also the risk for non-fulfillment 
of all other contractual obligations including those necessary for the 
seller's own performance. 


Commitment:, Banks undertaking in advance to the seller to confirm 
the documentary credit, which may be issued by certain banks during 
a specified period of time against a fee. 


Compliant documents: Documents presented which complies with terms 
& conditions of the credit. 


Conditional guarantee: See demand guarantee. 


Confirmed Credit: A documentary credit which apart from the issuing 
bank also bears a promise from another bank to pay upon due presentation. 
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Confirmation: A procedure whereby a confirming bank, normally upon 
the request of the issuing bank, guarantees the liabilities of that bank 
towards the seller. 


Confirming bank: Bank that certifies a documentary credit issued by 
another bank for comfort of the beneficiary, also see confirmation. 


Consignee: The party to whom goods are to be delivered, usually the 
buyer, collecting bank or the forwarding agent. 


Consignor: The party which delivers the goods to the consignee according 
to the freight agreement. 


Contract Act: The act; issued in 1872 outlines the essentials of a contract 
and its enforceability as a commercial law. 


Contract guarantees: Guarantees directly linked to the course of events 
in an underlying commercial contract. 


Convertible currency: Currency that can easily be exchanged against 
main International currencies on a free and unrestricted market. 


Country Risk: Risks in a transaction due to political and economic conditions 
of the counterparty country. 


Correspondent bank: Banks in other countries with whom domestic 
banks have account relationships or arrangements to verify signatures 
or authentication. 


CPT: Abbreviation for 'carriage paid to......... ‘ 


Correspondent bank network: Relationship arrangements amongst 
banks around the world through which they provide services to their 
respective customers. 


Credit guarantee: Undertaking by a bank to guarantee any credit, loan 
or other obligation assumed by a subsidiary or affiliate of the principal 
or any third party, not capable of entering into the obligations on their 
own merits. 


Credit Lines: See lines of credit. 


Credit risk: Threats in a trade transaction emanating from questions 
over credit worthiness of the counterparty. 


Cross-rate: The price of one currency in terms of another as calculated 
from their respective values against another major traded currency. 


Currency account: Account held by in foreign currency in banks, which could 
be used to balance currency flows / transactions without unnecessary 
currency exchanges. 


Currency exposure: The real currency risk affecting the liquidity position, to 
which the company is exposed at any period in time, also see exposure 
and payment exposure. 
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Currency hedging: Method of minimizing currency risks and/or currency 
exposure. 


Currency options: A currency hedge different from a forward contract since 
currency option is a right, not an obligation, to buy/sell one currency against 
another at a fixed rate within a specified period of time. 


Currency pegging: Officially or unofficially determined fixed or capped rates 
for the currency of one country against another currency, often the USD. 


Currency risk: The risk connected to invoicing in a foreign currency which, 
for example, when payment is received, may result in a lower amount in 
the seller's own currency than anticipated. 


Currency spread: The difference between the bid and offered rate quoted 
by banks in a freely traded foreign exchange market. 


Currency swap: A type of parallel or back-to-back loan where the parties 
do not lend currencies to each other but sell them with a simultaneous 
agreement to reverse the exchange of currencies at a fixed date in future 
at the same price. 


Current Account: A method used by governments to mark the inflow 
and outflow of goods and services into for a country. 


Cyclical risk in trade: Threat of potential loss in trade at macro level on 
account of glut situations in market. 


D/A: Abbreviation for ‘documents against acceptance’. 
DAP: Inco term abbreviation for for 'Delivered at place’. 
DAT: Abbreviation for 'Delivered at Terminal’, 

DDP: Inco term abbreviation for ' Delivered duty paid’. 


Deferred payment: Payment made to the seller at a specified date after 
shipment or presentation of documents under a credit, but without 
any draft drawn / accepted by a bank, also see acceptance credit. 


Deferred payment credit: A documentary usance credit with an 
undertaking to pay on a date in future, normally without any requirement 
to accept Draft or bill of exchange. 


Demand guarantee: Undertaking by a bank to pay to the beneficiary 
the amount on First demand without their proving the right to claim 
and without consent of the principal. 


Direct guarantee: A guarantee issued directly to beneficiary by the 
seller's bank without using a local issuing bank. 


Discounting: The purchase (with or without recourse) of an accepted 
termed (usance) bill of exchange against an amount less than its face value. 
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Discrepancies (in documents): Non-presentation, non-consistency or 
other reasons why documents may not be approved under a credit. 


DOCDEX: Documentary Credit Dispute Expertise System set up by ICC to 
expedite resolution of disputes by providing expert and impartial 
recommended solution to trade disputes. 


Documents against acceptance (D/A):Arrangement in which a buyer 
is requested by the presenting bank to accept a term bill of exchange 
that accompanies the documents instead of payment at sight. 


Document against payment (D/P):Arrangement in which presenting 
bank notifies the buyer about the documents for collection and requests 
them to pay the amount at sight as instructed by the seller's bank. 


Documentary collection: Where banks, acting on behalf of the seller, 
present documents for collection to the buyer against cash payment 
or acceptance. 


Documentary credit: See letter of credit. 


Document of title: Transport document where the carrier undertakes 
not to release the goods other than against this original document, 
also see bill of lading. 


D/P: Abbreviation for 'documents against payment. 


Draft: Synonym for bill of exchange, but often used before acceptance 
of the bill, also see also bill of exchange. 


Drawee: Party on whom the bill of exchange is drawn and who is 
required to pay at Sight or accept the bill. 


Due date: Maturity date for payment. 


Duty-exempt guarantee: Undertaking by a bank, on behalf of the principal, 
to pay any customs duty for goods intended to brought into the country on 
temporary basis and not taken out within the specified period. 


Economic Risk: It refers to risks arising from unfavorable economic 
conditions in counterparty's country which may impair buyer's / sellers 
ability to meet his business obligations. 


Endorsement: Transfer of rights on a trade or a financial instrument, mostly 
made On back of the document, either in blank or to a specific party also 
see blank Endorsement. 


Escrow account: A prepayment method involving a third party whereby 
buyer of the goods / services pays in advance to a third party, subject 
to agreed terms & conditions. 


EU: European Union. 


Expiry clause: A clause in a bank guarantee, limiting its duration. 
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Expiry date: The expiry date under a documentary credit which is the last 
date at which the seller can present documents to the nominated bank. 


Export credit agencies: (ECAs) Government owned or supported insurance 
institutions, focusing on export risk coverage for sellers/suppliers from 
that country. Export credits that exporter offers to the buyer or credit 
given by third party to finance such transactions. 


Export factoring: A method of short-form refinancing where the factoring 
company (factor) purchases seller's receivables and assumes the credit 
risk, either with or without recourse to the seller. 


Export loans: Advance payments by banks, based on security of a credit, 
up to a certain amount against Red clause LC. 


Export risks: Risks that may affect the individual export transaction which 
the seller must evaluate and cover prior to the execution of the contract. 


Exposure: An often unrealized currency risk within the company, reflecting 
different methods of calculating assets and debts for accounting purposes. 


Extend or pay: Where the beneficiary threatens to claim under a demand 
guarantee unless it is prolonged. 


EXW: Inco term abbreviation for 'Ex-works'. 

Factor: Synonym for factoring company, see export factoring. 
FAS: Abbreviation for 'Free Alongside ship....... ) 

FCA: Abbreviation for 'Free carriet....'. 

FOB: Abbreviation for 'Free Onboard’. 


Finance against Imported Merchandise (FIM): Transaction based facility 
for financing importation of goods. 


Finance against Trust Receipt (FATR):Short-term financing tool which 
enables the importer to take delivery of goods and retire the documents 
through proceeds of advance sale of goods or from other sources. 


Financial derivatives: Financial options that gives buyer the right but 
not the obligation to buy or sell one currency against the other. 


Foreign Exchange Returns: Set of monthly statements submitted by banks 
to SBP in respect of foreign currency transactions processed by each bank. 


Financial documents: Documents related to the financial aspect of the 
transaction and payment i.e. Draft, bill of exchange / promissory notes. 


Financial risks: Risks on account of financial, liquidity and cash management 
which may arise as a consequence of entering into a new commercial 
transaction. 


First demand guarantee: See demand guarantee. 
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Force majeure: Various specified conditions, including ‘acts of God' which 
cannot be avoided through due care by the commercial parties and therefore 
may excuse them from performance. 


Foreign direct investment (FDI): Net inflows of investment to acquire a 
lasting management interest in an enterprise operating in an overseas 
economy. 


Foreign Exchange Exposure Limit (FEEL): Exposure limit allocated by 
SBP to each bank for Treasury operations 


Foreign Exchange Manual- Edition 2002: A document prepared by State 
Bank of Pakistan in accordance with powers conferred upon it under 
the provisions of Foreign Exchange Regulation Act 1947. 


Foreign Exchange Regulations Act - 1947: A sacrosanct document which 
is the bedrock of all foreign exchange regulations in Pakistan. 


Forfeiting: Purchase of negotiable trade financial instruments, mostly 
avalized bills of exchange, without recourse to the seller.(Also see avalize). 


Forward currency contract: A contract between seller and the bank in 
one currency; expressed in terms of another currency at a rate fixed on 
contract date with execution at a future date. 


Forward currency market: The market for currency exchange transactions 
with delivery at a future date, but with the rate determined at transaction 
date. 


Forward discount rate: An expression often used when the forward exchange 
rate of a currency is lower than its spot value (the opposite is a premium 
rate). 


Forward option contracts: Forward (exchange) contracts that can be 
settled within a period of time instead of at a fixed date. (Not to be confused 
with currency option), see that term. 


Forward points: The trading technique in the interbank forward exchange 
market, where rates are expressed and quoted as differences in points from 
the spot rates as opposed to real currency rates, the so called outright 
forward rates. 


Forward premium rate: An expression often used when the forward 
exchange rate of a currency is higher than its spot value (the opposite is 
a discount rate). 


Forwarding agent's certificate of receipt (FCR): Transport document 
indicating receipt of goods from the seller and the arrangement of 
transportation according to instructions. It is not a document of title. 


Freely negotiable: A statement, often in a documentary credit giving seller 
the right to Present documents for negotiation at any bank. 
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Freight forwarder: A firm that specializes in arranging storage and 
shipping of merchandise on behalf of its shipper clients 


Full set: Documents (in bill of lading / Airway bill) with more than one 
original, where all originals shall be presented (under a documentary 
credit or documentary collection). 


GATT (General Agreement on Tariffs and Trade): It was negotiated during 
the UN Conference on Trade and Employment and was the outcome of the 
failure of negotiating governments to create the International Trade 
Organization (ITO). GATT was signed in 1947 and lasted until 1993, when 
it was replaced by the World Trade Organization in 1995. 


Green clause credit: A type of credit that allows advance payment by 
correspondent bank to the beneficiary in accordance with the terms 
defined in the credit. 


Guarantee: See bank guarantee. 


Guaranteed acceptance (aval): The undertaking of a bank, on behalf of the 
buyer (the drawee), to guarantee an accepted Bill of Exchange or Promissory 
Note, either directly on the bill or note (Aval) or through a separate guarantee. 


Heckscher-Ohlin theory of comparative advantage: Theory of trade put 
forward in the early twentieth century by two leading Swedish economists 
namedEli Heckscher and Bertil Ohlin respectively. 


Hedge: An expression used for reducing outstanding currency or interest 
risks or fluctuations through compensating transactions. 


Honouring: A term used in the UCP 600 that specifies three possibilities 
for honouring documents at presentation, at sight, by acceptance or 
by deferred payment. 


Inco terms: Internationally accepted trade delivery terms (Inco terms 
2010) issued by the International Chamber of Commerce (ICC). 


Indirect guarantee: A guarantee issued to the beneficiary (often the 
buyer) by a local issuing bank based on a counter guarantee from an 
instructing bank, as opposed to the direct guarantee issued directly 
by that bank towards the beneificiary. 


Inspection certificate: Frequently used document whereby an independent 
third party verifies the quality, quantity or other aspects of the goods prior 
to shipment, in most cases upon instruction from the buyer. 


Institute Cargo Clauses: Commonly used standard cargo or marine cargo 
clauses in international trade. 


Instructing bank: The bank forwarding instructions on behalf of the principal 
to a local bank (the issuing bank) to issue a guarantee in favour of the 
beneficiary. 
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Interbank Foreign Exchange market: The market(s) established between 
major commercialand international banks for dealing in currencies (spot 
and forward), thereby also establishing interbank currency market rates. 


Interbank money market: The market(s) established between major 
commercial and international banks for dealing in short term loans 
and deposits in most trade currencies thereby also establishing interbank 
money market rates. 


Interest rate swap: An arrangement with a third party, usually a bank, 
where a commercialparty wanting to hedge the interest rate agrees 
to exchange (swap) floating into fixed interest rate, or vice versa, during 
a fixed period. 


International Chamber of Commerce (ICC): The world's only truly global 
business organization, headquartered in Paris. It is also the issuing institution 
of generally accepted rules governing guarantees, documentary collections 
and Documentary credit. 


Invoice discounting: Arrangements for provision of finance against the 
security of trade receivables, with recourse to the seller. 


Irrevocabledocumentary credit:Under UCP - 600, all documentary credits 
are by definition irrevocable, and therefore it is not necessary to state 
this term in a credit. 


International Standard Banking Practice (ISBP - 681): A general set of 
globally accepted Standard Banking Practices for examination of 
documents under UCP 600. 


ISP 98International Standby Practices: Rules covering standby credit 
issued by the International Chamber of Commerce. 


Issuing bank: The bank issuing a credit on behalf of the applicant (the 
importer), also called the opening bank. The expression is also used when 
issuing a bankquarantee on behalf of the principal. 


Joint and several guarantees: The normal form of bank guarantee, where 
the beneficiary, at their discretion, can claim either the guarantor or the 
principal. 


Jurisdiction: The place agreed on in contracts and financial instruments 
where disputes, if any, should be settled legally. 


Know your customer (KYC) or Customer Due diligence: Process of 
gathering sufficient information through background checks or 
investigations on the applicant. 


Know your customer's customer (KYCC): Process of gathering information 
to build a database about the counterparties with which bankcustomers' 
deal. 


LC:Synonym for Documentary credit. 


Glossary of terms and abbreviations 254 


255 


Legalization: Certification of documents, normally done by an official 
or appointed representative of the buyer's country. 


Legal risk: It refers to potential threat of financial loss arising from 
uncertainty about legal proceeding or change in legislation in a country. 


Letter of credit (LC): Also called documentary credit or just credit, it is a 
method of payment whereby an issuing bank, upon instruction from the 
buyer, guarantees the seller to pay a specified amount of money against 
presentation of compliant documents within a specified time period. 


Lines of credit: Arrangements of credit lines between banks in some countries 
and local banks in mostly developing countries, to be used for financing of 
small and medium-sized export transactions from that country. 


Letter of Undertaking: Letter obtained by presenting bank from the 
importer for release of collection documents. 


Market Intelligence:A process to obtain accurate and dependable 
information regarding business & financial standing of the counterparty. 


Master / Prime Documentary credit: The term for the original documentary 
credit, based on the security of which a second credit is issued, also see 
back-to-back /transferable credit. 


Message type (MT)700: SWIFT message format used for issuance of 
documentary credit. 


Maturity: Due date for a term bill of exchange or other financial instrument. 


Mercantilism: It is known as the oldest International Trade Theory which 
was propounded during 1500-1600. 


Method of payment: The agreed form of payment to be used by the 
buyer, eitherfor open account payments through bank cheque, bank 
transfer, by documentary collection or a documentary credit. 


Macro risks: Those external factors which can potentially impact adversely 
on a customer's international trade business. 


Micro risk: A type of political risk that refers to political actions in a country 
that can adversely affect selected foreign transactions 


Money laundering: A process carried out in connection with international 
trade, through which proceeds of criminal activity are disguised to conceal 
theiractual origins. 


Multimodal transport document: Transport document evidencing shipment 
ofgoods by more than one means of transportation. 


NAFTA (North American Free Trade Agreement): It is an agreement signed 
by the governments of Canada, Mexico, and the United States, creating a 
trilateral trade bloc in North America. 
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Negotiable document or instrument: A document or financial instrument 
where rights and obligations are freely transferable to another party. 


Negotiable Instrument Act- 1881: The Act defines the 'Negotiable 
instrument’ as well as laws relating to Promissory Notes, Bills of Exchange 
and Cheques. 


Nominated bank: An expression used in the ICC rules for a bank authorized 
by the issuing bank not only to negotiate but also to pay or accept drafts 
as the case maybe. 


Non-compliant documents: Where the documents presented, or their details, 
are not in accordance with the terms and conditions of the letter of credit. 


Non-negotiable documents/instruments: Documents or financial instruments 
rights and obligations whereof are not freely transferable to another party. 


Non-tariff barriers: A general phrase describing non-regulated and 
often disguised barriers to international trade, mostly practiced by 
individual countries to protect their own trade or industry. 


Nostro account:A demand account held by a local bank in a foreign country 
in the currency of that country. 


Notary Public: A public officer constituted by law to serve the public in 
matters usually concerned with estates, deeds, powers-of-attorney, and 
foreign and international business. 


Notified factoring: Financing of invoices of which the buyer is fully informed, 
normally through an assignment on each invoice, it is also called factoring. 


Notify party: The party who is to be informed by the carrier about the 
arrival of goods at the destination. 


Noting: The first stage in protest of a dishonoured bill of exchange. 
Ocean/marine bill of lading: See bill of lading. 


On-board bill of lading: Notation on the bill of lading that the goods have 
been loaded on board the ship, often a requirement in the letter of credit. 


On-demand guarantee: See demand guarantee. 


'On their face' An expression when dealing with documents and letters of 
credit, indicating that banks examine the presented documents with 
reasonable care, but without responsibility for their accuracy or genuineness. 


open account (payment terms): Payment terms often including a short term 
supplier credit, extended to the buyer against shipment without 
any written evidence of indebtedness. 


Opening bank: An expression sometimes used instead of (credit) issuing 
bank. 
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Official documents: Certificates / documents issued by various agencies / 
offices in respect of shipment against a documentary credit, e.g. certificate 
of Inspection, certificate of origin, health/ Veterinary certificate, G.S.P 
Certificate, etc. 


Payment guarantee: Undertaking, normally in form of a bank guarantee, 
on behalf of the buyer, to pay for the seller's contractual delivery of goods 
or services. 


Performance Guarantee: Guarantee submitted by the principal to the 
beneficiary after the contract has been awarded to the principal. 


Points: The spread in the interbank currency market between the 
buying and selling Rate, also see forward points. 


Political / sovereign risks: The risk for a commercial transaction not 
being performed due to measures taken by the government or authority 
of the buyer's own or any other foreign country. 


Pour aval: See avalize. 


Premium: Up-front fee that the buyer of a currency option pays to their 
counterpart; usually a bank, similar to an insurance premium. 


Presenting bank: The bank presenting the documentary collection to 
the buyer and collect payment, also called collecting bank. 


Pre-shipment finance: Finance earmarked for manufacturing or other costs 
for an export transaction until shipment is made, often based on the structure 
of the sales contract and/or supported by the chosen method of payment. 


Principal: Party on whose behalf a bank undertakes to handle a documentary 
collection or issues a guarantee, also see applicant. 


Prudential Regulations issued by State Bank of Pakistan: Set of rules for 
financial institutions; supervision of the conduct of these institutions and 
to regulate and limit their risk taking activities. 


Product Life Cycle Theory: A theory of trade developed by Raymond Vernon. 


Product risks: Risks including manufacturing and shipping risks, which are 
related to the product itself, and which the seller has to evaluate and cover 
in order to be able to fulfil their contractual obligations. 


Promissory note: A form of financial instrument in international trade and 
more detailed than a bill of exchange, where the buyer irrevocably 
promises to pay the seller according to a fixed schedule. 


Protest: The formal procedure after noting of a dishonoured bill, where 
notary public issues a formal protest, which can be used in legal proceedings. 


Purchaser/ buyer risks:See commercial risks. 
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Put option: A term used in connection with currency options, where a 
company purchases a put option to hedge a scheduled payment in 
foreign currency. The opposite is a call option. 


Rail waybill (RWB): Rail transport document as receipt for goods and 
evidence of freight agreement. RWB is not a document of title and is 
not needed to claim the goods. 


Recourse: The provision whereby a refinancing party reserves the right 
against the seller to reclaim any amount not paid by the buyer (drawee) 
on maturity date of the refinanced instrument. 


Representative office: A bureau representing the foreign bank in a host 
country to promote its parent office in the local and the regional markets. 


Revolving credit: A type of documentary credit used by companies to 
conduct regular business on "roll-over basis" through a credit without formal 
renewal process. 


Red clause credit: A documentary credit containing a clause that 
authorizes the advising or nominated bank to make an advance payment 
to the seller prior to delivery of conforming documents. 


Reduction clause: A clause that automatically reduces the undertaking 
under a bank guarantee in line with the successive fulfillment of the 
obligations by the principal or in any other way, stated in the guarantee. 


Reference interest rates: The recognized money market rates for most trade 
currencies, established on an interbank market at a specific time during the 
day, or established in any other way as specified in a loan agreement. 


Reimbursing Bank: A bank authorized by the issuing bank to honour 
LC reimbursement claim in settlement of negotiation / acceptance / 
payment lodged with it by the negotiating bank. 


Reimbursement undertaking (RU): A reimbursement undertaking 
issued by the reimbursing bank against a credit favouring the bank 
which is likely to lodge the claim under the said credit. 


Retention money / maintenance guarantee: Undertaking on behalf of 
the seller to comply with anyobligation after delivery such as installation, 
start-up, etc., but where the buyer has already made payment. 


Revolving credit: A letter of credit that is automatically reinstated after 
each drawing, but with some restrictions on total amount or number of 
reinstatements. 


Red clause credit: A documentary credit containing a clause that 
authorizes the advising or nominated bank to make an advance payment 
to the seller prior to delivery of conforming documents. 


Reduction clause: A clause that automatically reduces the undertaking 
under a bank guarantee in line with the successive fulfillment of the 
obligations by the principal or in any other way, stated in the guarantee. 
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Reference interest rates: The recognized money market rates for most trade 
currencies, established on an interbank market at a specific time during the 
day, or established in any other way as specified in a loan agreement. 


Reimbursing Bank: A bank authorized by the issuing bank to honour 
LC reimbursement claim in settlement of negotiation / acceptance / 
payment lodged with it by the negotiating bank. 


Reimbursement undertaking (RU): A reimbursement undertaking 
issued by the reimbursing bank against a credit favouring the bank 
which is likely to lodge the claim under the said credit. 


Retention money / maintenance guarantee: Undertaking on behalf of the 
seller to comply with any obligation after delivery such as installation, start- 
up, etc., but where the buyer has already made payment. 


Revolving credit: A letter of credit that is automatically reinstated after 
eachdrawing, but with some restrictions on total amount or number 
of reinstatements. 


Routing mechanism for LC advising: A process adopted by banks to use 
their correspondent bank relationships for LC advising purposes. 


Settlement of funds: process of bank transaction in a trade transaction 
which culminates with transfer of value to the bonafide beneficiary. 


Shipping documents: All documents (except Bill of Exchange / draft) 
associated with a shipment against a documentary credit. 


Shipping guarantee: A guarantee issued by importer's bank favouring 
shipping company for release of goods with an undertaking that original 
shipping documents would be submitted as and when received. 


Sight bill / draft : See at sight. 


Silent confirmation: A confirmation of a documentary credit towards 
the seller made by the advising bank or some other party, but without 
the instructions to do so from the issuing bank. 


Society for Worldwide Interbank Financial Telecommunication (SWIFT): 
An international cooperative network of electronic communications 
for payments and messages. 


Spot exchange rate: The fluctuating market price of one currency 
expressed in terms of another currency, for immediate delivery. 


Spot market: The market for currency exchange transactions with 
immediate delivery or typically within two banking days. 


Standby credit (SBLC): As opposed to an ordinary commercial letter of 
credit, the standby credit is usually drawn on only in cases where the 
applicant fails to perform a specified obligation. The standby credit is 
often used as an alternative to a bank guarantee. 
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State bank of Pakistan Export finance scheme (EFS): A financing facility 
offered by SBP to exporters through commercial banks at preferential 
markup rate for boosting exports from Pakistan. 


Structured trade finance: a reference to ad-hoc trade finance techniques,often 
arranged by or through specialized financial institutions. 


Supplier's credit: Arrangements where the seller extends a fixed credit 
period to buyer, either in connection with open account trading terms or 
for longer periods often evidenced by an accepted financial instrument. 


Surety bond: An undertaking from a third party, often an insurance or surety 
company, to pay a certain amount or under certain conditions with the 
alternative obligation to fulfill or arrange for the completion of the underlying 
commercial contract, should the principal default in their obligations. 


SWAP transaction: Simultaneous sale and purchase or vice versa of the same 
foreign currency with the same counter-party as a single transaction with 
two different value dates at the agreed exchange rates. 


SWIFTBIC: See bank identifier code (BIC). 


Tender guarantee: Undertaking on behalf of the seller to stand by the 
offer/tender, should it be accepted, also called bid bond. 


Term bill / draft: Bill of exchange that is due for payment on a preagreed 
date in future. 


Terms of delivery: The detailed terms and conditions agreed between 
the parties to govern the delivery of goods. The rules set by ICC, Inco 
terms 2010, are by far the most commonly used in international trade. 


Terms of payment: Set of terms and condition agreed between the 
commercial parties, related to the buyer's payment obligations, including 
the chosen method of payment. 


Theory of Absolute advantage: It was a theory of international trade which 
was introduced by the Scottish economist Adam Smith (1723- 1790). 


Theory of Comparative Advantage: It is yet another trade theory 
propounded by David Ricardo in the year 1817. 


Third-party documents: Documents under documentary credit (and 
collections) issued by other parties where the seller must be certain 
these can be correctly issued for presentation under the LC (or be 
included in the agreed collection documents). 


Trade Acceptance: Status of 'Term draft' after it has been duly accepted 
by the importer upon presentation by the collecting (presenting) bank. 


Trade practices: Established trade rules in a country either by common 
practice or by rules set by ICC, which are by far the most commonly 
used in international trade. 
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Trade Financing: Any arrangement where the seller is using receivables or 
separate finance instruments to offload a trade credit given to the buyer. 


Transaction due diligence: A process to investigate, evaluate and; if possible 
eliminate the inherent risks in a business transaction. 


Transaction risk: Threats in a trade transaction emanating from poor 
prospects of quick sale of product being bought. 


Transit risks: The risk of cheques, documents or merchandise not being 
received by the counterpart, with risk for non-performance and/or 
payment disputes and delays. 


Transfer risk: Restrictions caused by government authorities, preventing 
the buyer from purchasing the foreign exchange for local currency 
and/or transferring the currency out of the country. 


Transferable credit: Permits the seller to transfer under certain conditionsthe 
rights and obligations under the documentary credit to one or more suppliers. 


Transport documents:Documents issued under trade transactions 
evidencing transportation of goods from one location to another, e.g. Bill 
of lading, airway bill, Rail/ road / post parcel receipt, etc. 


Vostro account: a demand account maintained by a bank in host country 
for a bank in another country or another bank within the same country. 


UCP 600: Uniform Customs and Practice for Documentary Credits, publication 
No-600 is a set of ICC rulesfor documentary credit operations. 


Unconditional guarantee: See demand guarantee. 


Unconfirmed documentary credit: The issuing bank always guarantees 
a credit, but if unconfirmed, no other bank has the obligation to honour 
compliant documents when presented by the seller. 


Undertaking to provide guarantee: An undertaking often issued by a 
parent or group company in support of a subsidiary to have the relevant 
guaranteeissued if the offer is successful. 


Unfair calling: Claim by the beneficiary under a demand guarantee 
without having any contractual reason to do so. 


UNCITRAL (United Nations Commission on International Trade Law):A 
commission established by the United Nations General Assembly by a 
resolution dated 17 December 1966 to promote the progressive 
harmonization and unification of international trade law. 


URC 522: Uniform Rules for Collection, issued by the ICC in 1995. 
URDG 758: Uniform Rules for Demand Guarantees, issued by ICC. 


URR 725: The Uniform Rules for Bank-to-Bank Reimbursements under 
Documentary Credits rules apply to any bank-to-bank reimbursement 
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when the reimbursement authorization expressly indicates that it is 
subject to these rules. 


Usance bill (or usance credit): An expression sometimes used for a term bill 
of exchange or documentary credit with a future payment date, thereby 
extending the buyer a specified period of credit. 


Validity period: The period under which a guarantee, a documentary credit 
or any other similar undertaking will be honoured by the issuing bank. 


Value date: The execution date for foreign exchange contracts. 


Warranty guarantee: Undertaking on behalf of the seller, covering any 
contractual maintenance or performance obligations during a period 
of time after delivery or installation. 


With/without recourse: See recourse 
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